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Chapter one 


Introduction
1.1
Background

In recent years risk reporting has gained interest in the financial reporting practices, in the regulation and in international research. Changing economic and regulatory environments, more complex business structure and risk management, increasing reliance on financial instruments and international transactions, and prominent corporate crises gave rise to risk reporting in non-financial sectors (Dobler 2008).


In 2004, these factors caused the publication of an exposure draft by the International Accounting Standards Board, this exposure draft is known as IFRS 7 Financial Instruments: Disclosures. IFRS 7 reflects the changing environment, and realizes a number of improvements to the disclosure framework for risks arising from financial instruments. At 1 January 2007, the use of the standard (IFRS 7) became mandatory, and since this date all stock-exchange quoted companies in the European Union have to comply with the requirements in this standard, this implies that all entities with a bookkeeping year starting at 1 January 2007 or later need to apply with the requirements in IFRS 7. 


The objective of IFRS 7 is to introduce disclosure requirements that enable users of the financial statements to evaluate “the significance of the financial instruments to the entity’s financial position and performance, the nature and extent of risks arising from financial instruments to which the entity is exposed, and in which way the entity manages those risk” (IFRS 7). 

Because of the commitment of complying with IFRS 7, starting with bookkeeping years form 1 January 2007 and later, financial reports of stock exchange quoted entities in the European Union need to contain a section with their financial risks.
In 2008 the credit crunch started. Many business sectors were (and still are) facing major problems. Most of the problems that occurred during the crunch can be categorized as financial problems. It is possible that during the crunch, risks have been identified that were not disclosed in 2007; however they were relevant for the annual report of 2007 (according to IFRS 7). When an entity complied with the requirements of IFRS 7, it already should have published these risks in their annual financial report of 2007. If the annual financial report of 2008 contains more risks than the annual report of 2007 and no evidence exists that the risks are added because of new risks occurred during 2008, the conclusion is that the entity in 2007 did not comply with the requirements in IFRS 7.
The goal of this research is to investigate whether disclosed risks in the annual financial report of 2007 and of 2008 are different, and to use this information to present an opinion about the effectiveness of the use of IFRS 7. Based on the hypotheses, an opinion will present whether the objectives of IFRS 7, signaled in one of the preceding paragraphs, have been achieved.
1.2
Research Questions

As stated in the previous section, this research is focusing on the use of IFRS 7 and on the financial risk disclosures. Based on this introduction, the next research question is formulated:
Has the use of IFRS 7 by stock exchange quoted companies (in the automotive industry) lead to disclosing all their financial risks?

Answering this question will be performed by investigating the annual financial reports of 2007 and 2008. As stated in the introduction, the credit crunch might have caused risks that were published in the annual financial report of 2008 and that have not been published in the annual financial report of 2007, although in 2007 they were relevant. To investigate this situation, the next sub questions have been formulated:

1 What is, from a theoretical perspective, the relevance of external risk reporting?
2 What is the content of the term financial instruments?
3 What are the purpose and the content of IFRS 7?
4 What is the content of external risk reporting in previous research?
5 Have stock-exchange quoted companies (in the automotive industry) presented their financial risks?
1.3
Methodology
In this section, the methodology used for this research is described. The first step taken is analyzing financial accounting theories. This presents an insight in the relevance of the subject. Accounting theories can help to develop the research design and select important elements in the research. In this research, the used theories are positive accounting theories. Positive accounting theories are theories that explain and predict accounting practice. They explain, for example, why entities choose to act in certain ways or choose to disclose certain topics. The positive accounting theories used for this research are mainly focused on why firms in their annual financial reports disclose information. This disclosure of information will be especially focused on the disclosure of risks.

In order to answer the research question, in this section the used method will be commented. To compare the content of the risk of the sample companies, the annual financial reports of 2007 and 2008 will be used. The research question will be answered for stock exchange quoted companies in the automotive industry. 
Researching annual reports can be performed using a content analysis and as a part of it disclosure indexes. Content analysis involves classifying text into categories. To perform good content analysis the classification procedure is essential. If the classification identifies the wrong important topics, the outcome of the research will be useless. In performing content analysis, numbers of words, page proportions, and sentences can be used. Words can be counted with a high degree of accuracy but they cannot be coded to different risk categories without the reference to the sentence. Consequently, words can only be interpreted within the context of a sentence.
Disclosure index models can be defined as follows: a disclosure index is aimed at measuring the level of disclosure, looking at predefined information items. In its most simple form a company’s disclosure score is the number of information items disclosed by the company divided by the total number of applicable information items. In addition, it is possible to put different weights to (clusters of) information items. For determining which information items are relevant and should be included in the model, sometimes experts are asked to judge the relevance of the selected information items.

According to IFRS 7, financial risks should be published in the annual financial reports of companies; therefore, a model to compare the risks published in the annual reports will be prepared. This model will be prepared with references to the theory and to earlier research executed focusing on risk reporting. With the help of this model, the annual reports of the sample companies will be analyzed. Analyzing the annual reports will be executed using content analysis and especially disclosure indexes.
The empirical part of this research is focused on the European automotive industry. Because they are one of the industries that face many problems due to the credit crunch, the automotive industry is chosen. One of the problems is a major turndown in sales (KPMG 2008).  “The main reason for the current downturn is an industry wide credit crunch. Loan defaults are increasing, and many banks and finance companies, especially in the U.S. and Europe, are becoming much more rigorous in approving car loans.”(KPMG 2008)
The reason the European automotive industry is chosen, is that IFRS 7 is obliged for all stock exchange quoted companies in the European Union. This is also the reason that in this research only stock exchange quoted automotive entities will be investigated.
Furthermore, this research is only aimed at risks related to the financial instruments; these typically include, but are not limited to, credit risk, liquidity risk and market risk. In the remainder of this research, these risks will be further elucidated.
1.4
Demarcation and Limitations
The region, the standard, and the industry demarcate this research. The region used is the European Union; the main cause of using the European Union is that this research tests the standard of the International Accounting Standards Board (IASB), IFRS 7. Concerning preparing their annual financial reports, stock exchange quoted companies in the European Union are obliged to follow the standards of the ISAB. 
Another demarcation is the industry used in the research. In this research, concerning several reasons, signaled in the preceding section and in section 5.4, the automotive industry has been chosen.
During the start of this research already some limitations exist which cannot be overcome in this research. The used research method, content analysis, has some limitations. Content analysis is rather subjective. The information stated in the annual reports can be interpreted in different ways by different people. This can influence the outcome of the research consequently, repeating the same research by another researcher a different outcome can result. This limitation can be overcome by using a whole team of researchers, and then the law of the large numbers can be applied, consequently the research is less subjective. Only one person performed this research, consequently subjectivity exists.
1.5 
Structure

The first part of this research is concerned with explaining relevant topics used for this research. To structure the chapters of this research the sub questions, described in section 1.2 will be used. Chapter two is related to the first sub question and from a theoretical perspective explains the relevance of external risk reporting. Chapter three is related with the second and third sub question and answers questions about the purpose and the content of financial instruments and of IFRS 7. Chapter four is related with the fourth sub question and describes prior research executed focusing on risk reporting. This chapter also provides the hypotheses used to answer the research question. Chapter five contains the research design for the empirical part of this research, and chapter six presents the findings of the empirical part of the research and the analyses of this findings. Chapter seven contains the summary, the conclusion, the limitations, and the recommendations of the research.
Chapter Two 


Relevance of external risk reporting from a theoretical perspective
2.1
Introduction

Risk reporting and IFRS 7 are based on different accounting theories. Accounting theories are important to consider before starting the research. “Accounting theories aim to provide a coherent and systematic framework for investigating, understanding and/or developing various accounting practices, the evaluation of individual accounting practices is likely to be much more effective where the person evaluating these practices has a thorough grasp of accounting theory.” (Deegan and Unerman 2006) The theories that are described in this chapter will explain the relevance of risk reporting in the accounting practice. A theory that seeks to explain and predict particular phenomena is called a positive theory. Every section contains a positive accounting theory that is used to verify the relevance of risk reporting for accounting practice. In the second section, the efficient market hypothesis will be discussed; the third section describes the agency theory to explain risk reporting. The fourth section uses the theory of the information asymmetry to explain the existence of risk reporting. The fifth section explains risk reporting by the stakeholder theory.

2.2
Efficient markets hypothesis (EMH)

E. Fama (Deegan and Unerman 2006, 210) developed this theory in the 1960s; Fama uses the assumption that in an active market with many well-informed and intelligent investors, securities will be appropriately priced and reflect all available information. The EMH is based on the assumption that capital markets react in an efficient and unbiased manner to publicly available information. This implicates that asset prices in financial markets should reflect all available information (Fama 1969). 

In the EMH, three forms of efficiency are stated; weak- form efficiency, semi-strong form efficiency and strong- form efficiency, that all assume different efficiency levels due to the available information. The weak form of market efficiency assumes that existing security prices simply reflect information about past prices and trading volumes. In the end, it is not possible to predict future prices by analyzing prices from the past, so in the end excess returns cannot be earned in a weak form efficient market. In the short run, this is possible by using fundamental analysis. The semi- strong form of market efficiency assumes that all publicly available information in an unbiased manner to security prices is rapidly and fully impounded. The semi- strong form of the EMH is the most relevant form for accounting research because it assumes publicly available information, like financial statements and other financial disclosures, which are available to investors in the ‘real’ world.  In the semi- strong form, all publicly available information is reflected in the share prices, so no excess returns can be earned by trading that information. In the strong form of the EMH, it is assumed that security prices reflect all information, public and private, and therefore no excess returns can be earned.
If the information published is accurate and complete, then the prices on the stock markets will be correct. If there is a problem with the provided information, this could result in an incorrect price of shares. This is also the case with reporting about risks. If risks are not accurate or completely disclosed, the share prices could be wrong. Therefore, it is important for the users of the annual financial report that the disclosed information about for example risks is accurate.
2.3
Agency Theory

The agency theory is also known as the principal-agent theory. This name reflects the relation on which the problem is based. The agency problem reflects the problems that arise under incomplete and asymmetric information between a principal and a hired agent. An example of a principal-agent relation, which is relevant for this research, is the relation between shareholders and the companies’ executives. The agency problem arises because savers that invest in a business venture (shareholders) typically do not intend to play an active role in its management, that responsibility is delegated to the entrepreneur (companies’ executive) (Healy and Palepu 2001). 

In theory, the shareholders are the owners of a company that is led by the executives. “Consequently, once savers have invested their funds in a business venture, the self- interested entrepreneur has an incentive to make decisions that expropriate savers’ funds.”(Healy and Palepu 2001. 409)  The problems that arise in this setting can be divided into two problems. 
The first problem is the difference in desired goals of the shareholders and the firms’ executive. According to the agency theory, executives act out of self-interest. This self-interested behavior is not always in the best interest of the owners of a company. This problem also deals with the difficulty to measure what that actual behavior of the executive is. Measuring this is usually too difficult or too expensive (and time-consuming) for shareholders. The problem here is that the shareholder cannot verify that the executive has behaved appropriately. The second problem is the differences in attitudes toward risks. Due to these differences, the executives may prefer different actions because of different risk preferences.
There are several solutions to the agency problem described in the literature (Healy and Palepu 2001, 409-410), “optimal contracts between entrepreneurs and investors can reduce the self-interested behavior of the entrepreneur. A second solution is the board of directors, whose role is to monitor and discipline management on behalf of external owners. Finally, also information intermediaries can help solving the agency problem by uncovering any manager misuse of the firm’s resources.”
The agency problem causes demand for disclosures, including risk disclosures. Disclosing relevant information makes it possible for users to monitor compliance with contractual agreements and to evaluate whether entrepreneurs have managed the firm’s resources in the interests of external owners. 
2.4
Information asymmetry
Information asymmetry is defined as the fact that “entrepreneurs typically have better information than savers about the value of business investment opportunities and incentives to overstate their value.” To describe the information asymmetry problem Healy and Palepu use a model from Akerlof (1970) in which the asymmetry problem is described as a market for lemons. Akerlof’s paper uses the market for used cars as an example of the problem of quality uncertainty. There are good used cars and defective used cars (‘lemons’), but because of asymmetric information about the car (the seller knows much more about the problems of the car than the buyer), the buyer of a car does not know beforehand whether it is a good car or a lemon. Therefore, the buyer's best guess for a given car is that the car is of average quality; accordingly, he/she will be willing to pay for it only the price of a car of known average quality. This means that the owner of a good used car will be unable to get a high enough price to make selling that car worthwhile. Therefore, owners of good cars will not place their cars on the used car market, or they should be able to show that their car is a good car. 

There are several solutions to this asymmetry problem (Healy and Palepu 2001). In the ‘lemons’ problem these solutions will help the owner of a ‘good’ car to prove that his car actually is a good car. One solution is to create optimal contracts between executives and shareholders, because this will provide incentives for full disclosure of private information, thus mitigating the misevaluation problem. Another option is regulation that requires managers to disclose fully their private information, which also includes information about risks. Finally, the use of information intermediaries can help solving the problem. 

Core (2001, 444), wrote a discussion paper as a reaction on the paper of Healy and Palepu in which he states that although the macro-economic intuition, described in the lemons problem, shows why lack of disclosure is costly for firms, he finds the model “not specific enough to give satisfying explanations for cross-sectional differences in firms’ disclosure policies”. This might be true because according to the model of Healy and Palepu every firm would have incentives to give all their private information, unless they sell a bad product. Core (2001, 442-443) describes a model in which he uses the corporate finance theory to predict the next “shareholders endogenously optimize disclosure policy, corporate governance, and management incentives in order to maximize firm value.” To explain the differences between companies he uses different aspects. He communicates, “the choice for disclosure involves a trade off between the reduction in the information asymmetry component of the cost of capital that results from increased disclosure quality and the costs of reduced management incentives, litigation costs and proprietary costs.” 
This theory can provide an explanation for disclosures, including risk disclosures. Disclosing more about risks could lead to a lower cost of capital. This is both in favor of the firm as well as in favor of the shareholders. Shareholders are better informed about the business activities due to more information that is disclosed and the firm is able to perform better because less money is spend on paying debt, so there is more money to pay dividends or to invest in the company.
2.5
Stakeholder theory

Within the stakeholder theory, an organization is viewed as part of a wider social system. Therefore, accounting disclosure policies are considered to constitute a strategy to influence the organization’s relationships with the other parties with which it interacts. The wider social system in this case exists of the organization and its stakeholders.
Stakeholders are defined as “any identifiable group or individual who can affect the achievement of an organization’s objectives” (Freeman and Reed 1983. 91). In the stakeholder theory, it is considered that the expectations of the various stakeholder groups will influence the operating and the disclosure policies of the organization. However, the organization will not respond to every stakeholder group in the same way, it will rather ‘listen’ to the ‘powerful’ stakeholders.
When the power of a (group of) stakeholder(s) increases, the importance of meeting the demand of that (group of) stakeholder(s) will become bigger. Consequently “the greater the importance to the organization of the respective stakeholders’ resources/support, the greater the probability that the particular stakeholders’ expectations will be incorporated within the organizations’ operations” (Deegan and Unerman 2006. 290). Consequently, organizations will have an incentive to disclose information that is demanded by different groups of stakeholders. An example of this is a company asking for a loan. The bank that has to provide that loan wants an insight in the financial performance and the risks of a company, in order to calculate an interest percentage for the loan.
2.6
Summary

Risk reporting can be explained by several accounting theories. The efficient market hypothesis explains why risk reporting is important for shareholders. If information about risks is not disclosed adequately, share prices could be incorrect. The agency theory explains risk reporting as an important way to solve the problem of conflicting interest between the executives and the shareholders of a company. Executives have a different attitude towards risks than the shareholders. Executives also have different goals they want to realize. The executives act in a self-interested way, which is not always the best way to act for the company. Consequently, in order to verify what have been performed, (risk) disclosures are useful.
Information asymmetry describes risk reporting as important because of differences in available information. Executives usually have more information than outside shareholders. In order to realize market transactions in shares it is essential that information is provided to outsiders. Otherwise, no shares would be sold. Stakeholder theory explains why reporting is important with the use of stakeholder groups. Powerful groups of stakeholders can demand for certain information. Entities are willing to disclose this information because otherwise they will loose stakeholders.

The importance of risk reporting can also be verified by the fact that regulators force companies to disclose on risks. The IASB rule that forces reporting about financial risks, IFRS 7, is presented in the next chapter.

Chapter Three

The purpose and the content of financial instruments and IFRS 7
3.1
Introduction

Since 1 January 2007, IFRS 7 need to be applied by all entities with bookkeeping years starting at 1 January 2007 and later. This concerns the annual reports of all stock exchange quoted entities in the European Union. IFRS 7 deals with the financial instruments and their risks. In the current financial crisis, risks related to the financial instruments are an essential topic. This will be explained in the second section of this chapter. In this chapter, the second and the third sub-questions will be answered. Section two of this chapter contains the explanation of the content of the term financial instruments, and section three is focusing on the content and the purpose of IFRS 7.
3.2
Financial Instruments
A financial instrument is defined as any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity. Financial instruments include both primary financial instruments, such as bonds, currency, and stocks, and derivative financial instruments, whose value derives from the underlying assets, such as options, commodities, and swaps. (Richtlijn voor de Jaarverslaggeving 290)

Both financial and non-financial entities use financial instruments. Due to the broad definition of financial instruments, it is almost impossible not to use financial instruments. Almost every company uses of simple instruments as borrowings, accounts payable and receivable, cash, and investments. Due to the financial crisis, especially the derivate financial instruments are gaining much interest. A direct relation is possible between derivates and other financial instruments and the conduct of business or their use to cover the risks. 
An example of a financial instrument, related with the current crunch, is a credit default swap (CDS). A CDS is a financial instrument for swapping the risk of debt default. The buyer of a credit default swap pays a premium for effectively insuring against a debt default. He receives a lump sum payment if the debt instrument is defaulted. The seller of a credit default swap receives monthly payments from the buyer. If the debt instrument defaults, they have to pay the agreed amount to the buyer of the credit default swap.


As signaled earlier, CDS’ have a crucial role in the credit crunch. Derivates were being sold based on loans, while the entities were not having actual ownership over those loans. Instead of covering the risks, new risks were created. When this process continues the leverage could lead to exploding losses. 


CDS’ are not the only financial instruments used in this research, but they are one important example of a financial instrument that shows in which way the financial instruments are related with the current credit crunch. Due to the credit crunch, the risks of the financial instruments became public, and consequently the possibility arises to investigate whether companies comply with the requirements in IFRS 7.

3.3
IFRS 7

IFRS 7 seeks to provide information about the significance of an entity’s financial instruments, especially in which way the instruments affect the financial position, the performance, and the cash flows. It also aims to uncover the risks associated with those financial instruments and in which way an entity manages those risks. IFRS 7 is incorporated in appendix 1.
IFRS 7 prescribes the disclosures in an entity’s financial statements that enable users of those financial statements to evaluate the next

(1) The significance of financial instruments for the entity’s financial position and performance and 
(2) The nature and the extent of risks arising from financial instruments to which the entity is exposed at the reporting date, and in which way an entity manages those risks. 
IFRS 7 applies to all risks arising from all financial instruments; those risks typically include, but are not limited to, credit risk, liquidity risk and market risk. In this research, the risk related part (2) of the requirements of IFRS 7 is the most important part. Focusing on this, IFRS 7 requires both a qualitative narrative description as well as specific quantitative data about the risks.


The qualitative disclosures are intended to complement the required quantitative disclosures and assist readers of the financial statements to understand the company’s risk management activities. For each type of risk, an entity needs to disclose (IFRS 7.33):

(1) the exposures to risk and in which way they arise

(2) its objectives, policies and processes for managing the risk and methods used to measure the risk

(3) any changes concerning the previous period in (1) or in(2).

The quantitative disclosures (IFRS 7.34-35) are intended to provide information about the extent to which a company is exposed to risks based on the information available to key management personnel. For quantitative disclosures, it is not necessary to motivate changes.
The qualitative and the quantitative risk disclosures all concern financial risk. In this paragraph the financial risks, which are signaled in IFRS 7, are described. In addition, these risks will be used to investigate the selected annual reports.
Credit risk (IFRS 7.36)


Credit risk is defined as ‘the risk that one party to a financial instrument will cause a financial loss for the other party by failing to discharge an obligation’. For each class of financial instrument, IFRS 7 requires disclosure of the maximum credit exposure before consideration of collateral or other credit enhancements received, plus a description of collateral and other credit enhancements available.

Liquidity risk (IFRS 7.39)


Liquidity risk is defined as ‘the risk that an entity will encounter difficulty in meeting obligations associated with financial liabilities. IFRS 7 requires a maturity analysis for financial liabilities to be presented showing their remaining contractual maturities, and a description of in which way the company manages those liquidity risks.
Market risk (IFRS 7.40)


The market risk is defined as ‘the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in market prices’. Market risk comprises three types of risk: currency risk, interest rate risk and other price risk. Their definitions are as follows:
Currency risk is ‘the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in the foreign exchange rates’
Interest rate risk is ‘the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in the market interest rates’



Other price risk is ‘the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in market prices. Other than those arising from interest rate risk or currency risk, whether those changes are caused by factors specific to the individual financial instrument or its issuer, or factors affecting all similar financial instruments traded in the market’.

All financial instruments are subject to the market risk but the required market risk quantitative disclosures are restricted to the sensitivity of profit or loss and equity to changes in market risks.
3.4
Summary
A financial instrument is any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity. The subject of IFRS 7 is related to these financial instruments. IFRS 7 has two purposes, companies should report on (1) significance of financial instruments for the entity’s financial position and performance and (2) the nature and extent of risks arising from financial instruments to which the entity is exposed at the reporting date, and in which way an entity manages those risks. In this research, the second purpose is essential. The risks that are defined are the credit risk, liquidity risk and the market risk.
Now that the rules about financial risk reporting are described, the next chapter provides information about earlier research performed focusing on risk reporting.

Chapter Four
The content of external risk reporting in prior research
4.1
Introduction


The background of this research is research performed focusing on (voluntary) disclosure and risk reporting. Disclosure research shows that “financial reporting and disclosure are potential important means for management to communicate firm performance and governance to outside investors” (Healy and Palepu 2001). Users of financial reporting use the information in the report for their decision-making process. This chapter provides an insight in prior research executed focusing on different topics related to risks disclosures. The second section of this chapter describes the definition of the term risk disclosures, which is relevant for this research. The third, fourth and fifth sections present a brief overview of the performed research on respectively the users of the risk disclosures, the providers of the risk disclosures and the quality of risk disclosures. The sixth section contains an extensive summary of prior research performed focusing on external risk reporting. The seventh section contains the formulated hypotheses. Section eight contains the summary of the relevant prior research. 
4.2
Definition of risk

Reporting information about risks is the specific form of disclosures that is the subject in this research. Linsley and Shrives (2006, 289) define risk disclosures as follows. “Disclosures have been judged to be risk disclosures if the reader is informed of any opportunity or prospect, or of any hazard, danger, harm, threat, or exposure, that has already impacted upon the company or may impact upon the company in the future or of the management of any such opportunity, prospect, hazard, harm, threat, or exposure. This is a broad definition of risk and embraces ‘good’ and ‘bad’, ‘risks’ and ‘uncertainties’”. This definition is also the definition of risk disclosures used in this research. 
This definition risk shows that possibilities exist for both good and bad circumstances. It is not surprising that when the chance of the existence of a bad circumstance is increased the risk will also increase. In most cases, an increase in the risk of a bad circumstance needs to be neutralized by the risk of a positive outcome. Companies are only prepared to take a negative risk if also a possibility exists for a positive outcome. The risk increases if the possible positive outcome as well as the possible negative outcome increases. This is presented in the next figure
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Figure 1
4.3
Research on users of risk disclosures
Research focusing on risk reporting shows concerning users that the next element is important. “Risk has both downside and upside components (and opportunities). Therefore, in addition to controlling risk exposure and minimizing the effects of downside risks, firms should be able to take be able to identify those firms that have done so” (Lajily and Zéghal 2005). Driven by increased complexities in the business environment and an objective to promote transparency and improve disclosure quality by reducing information asymmetries, risk and risk management disclosures are potentially useful to analysts, investors and to other stakeholders of the firm (Lajili and Zéghal, 2005). By comparing the entities and their risk disclosures, investors (or other users of the financial statements) are able to use the information for their decisions, and their behavior. The benefit for investors is that information on risk can help to determine the risk profile of a firm, the estimation of the market value and the accuracy of security price forecast (Beretta and Bozzolan, 2004; Linsley and Shrives, 2005).

4.4
Research on providers of risk disclosures (companies)
In addition, research exists based on the company side of the risk disclosures. This research shows that disclosing information on risk can help to manage change; the cost of capital for the company would decrease, and realize the possibility for sufficient forward-looking information of the business (ICAEW, 1999a; Cabedo and Tirado, 2004). The discussion paper ‘No surprises’ (ICAEW, 1999a) showed that consequently of the sensitivity of that information concerning competitors specific information about risks cannot be provided. Consequently, it is a possibility that risk reporting could lead to competitive disadvantages. In addition, because users interpret the information about risks in a wrong way, which leads to increases in liabilities against the firm, the possibility exists that directors of firms are afraid that risk reporting leads to litigation (Meijer, 2003). 
4.5
Research on the quality of risk disclosures
Other research on risk reporting is focused on the quality of risk reporting in the annual reports. This research shows that companies do not provide sufficient information about risk and risk management (ICAEW 2002). The information, as it currently stands, is too brief, not sufficient forward-looking and not fully adequate for decision-making objectives (Beretta and Bozzolan 2004; Cabedo and Tirado 2004). These motivated accounting bodies to take greater interest in the oversight of risk and in ensuring firms collect and disclose a greater body of risk information (ICAEW 2002; Linsley and Shrives 2006). Much research uses the quantity of risk disclosures as a proxy for the quality of the disclosures (for example Marston and Shrives 1991 and Botosan 2004). Not all researchers qualify this is as a good approach, for example Beattie et al. (2004) they state that quality cannot just be based on quantity. Beretta and Bozzolan (2004, 270) state that quality not only depends on the quantity but also on the richness of the content of that information. 

Most of the research focusing on the quality of risk reporting is performed according to positive accounting theory. Relations between firm specific characteristics and the quality are identified. 
4.6
Extensive description of prior research
4.6.1
Groenland, Daals and Von Eije

Much research on risk reporting uses the content analysis, which was briefly explained in the introduction of this research. The content analysis is a research tool used to determine the presence of certain words within the texts. Presence, meanings and relationships are quantified and analyzed, and inferences are made. “Content analysis is selected as a mean of investigating variation in the level of risk reporting among the sample companies” (Abraham and Cox 2007, 235). Nowadays, researchers often used computer software (Beattie et al. 2002). 

Groenland, Daals and Von Eije (2006) examined the characteristics of the risk paragraph and measured the influence of these characteristics on the share returns. The results showed that 76% of the sample companies have a risk section in their annual report and the majority of the sample companies describe their risk management and control systems. The risk paragraph consists of average three and a half pages. Often companies described risks concerning markets, law, infrastructure of firms and technological developments. 

Groenland, Daals and Von Eije (2006) used the content analysis to perform their research. The first two steps were that they examined questions with the help of content analysis. The questions were whether the annual report contains a risk section and references to the Corporate Governance Code, and whether the company signaled and describes the risk management and control system. These questions were answered by yes or no and they calculated the percentages. 

Third, they examined how many pages the risk paragraph in an annual report contains. They communicated that this provides an insight of the degree of desirability in which firms’ disclose information about risks and risk management. 

Fourth, they examined the risk paragraph focusing at which type of risks they contained. Groenland et al. developed together with Deloitte Enterprise Risk Services 21 risk categories. In this way, they gained an insight into type of risks that were disclosed. In their research, they examined whether the risk paragraph contained risks and/or control measures. The characteristics were used as explanatory variables in the linear regression analyses, in which the effects on the returns of companies in the first half of 2005 were examined. Their sampling consisted of 125 annual reports of firms over 2004, which were quoted on the Dutch Euronext with registered seat in the Netherlands.
4.6.2
Mertens and Blij
Mertens and Blij (2008) also used Dutch companies. Their sample consisted of 110 listed companies on the Dutch Euronext with registered seat in the Netherlands. In their research, the next sources have been used; the annual report of 2007 and the website (part of governance). In their research, they examined in which way firms disclose about risks and their control systems in the annual report and on their website. Mertens and Blij (2008) used the risk categories of COSO (the Committee of Sponsoring Organizations
), which are the operational risk, reporting risk, compliance risk and strategic risk. 
The results show that risk reporting contains on average 54,5% operational risks and 59,1% financial risks. Beside this, companies reported not much about risks on compliance and financial reporting risks. Mertens and Blij also concluded that a limited number of companies explicitly disclose their most important risks. One at ten companies actually presents an insight in their most important risks. Their analysis makes clear that firms present a broad view of the risks that are concerned with the firm, but in most of the cases, they do not prioritize the risks, large enumerations of risks are published very often, without the quantification of the risks or the relation of the risks with the firms business. The content analysis was used with the help of a questionnaire with specific questions about risks and control systems. The research team consists of six persons (two senior researchers and four junior researchers). The individual results from the researchers were tested at consistency mutually and between times. Many questions were yes or no questions. Based on this answers the mean percentages for the complete research population and for sub-categories were calculated.
4.6.3
Beretta and Bozzolan
Beretta and Bozzolan (2004) have also performed research on risk reporting. For analyzing the risk publications and preparing an index, they developed a framework to measure the quality of risk reporting. They used a conceptual framework whose objective is to integrate all dimensions of risk. Their framework consists of three risk factors: “company strategy, company characteristics (financial, corporate, technological structure, organization, and business process) and external environment (industry, legal regulatory environment, political, economic, financial, social, natural, and legal-regulatory)” (Beretta and Bozzolan 2004, 270). 
The communication measurement of the expected impact can be reflected in two complementary components: “the economic sign (that communicates the direction of the expected impact of risks upon the future performance of the firm) and the type of measure (used in order to specify the economic sign. The measurement can be expressed in qualitative or quantitative terms, using monetary or nonmonetary scales.)” (Beretta and Bozzolan 2004, 270).
In this framework, quality of disclosure depends both on the quantity of information disclosed and on the richness’ offered by additional information. Beretta and Bozzolan said that semantic properties of disclosures about future prospects (richness) determines whether or not the information helps outside investors appreciate the expected impact of disclosed risks on the firms’ capability to create value. They used the content analysis regarding disclosure index and regressions. “Each sentence that contains risk information is coded according to the elements of the framework (content, economic sign, type of measure and outlook orientation).” (276). 
Three types of insight were researched: an analysis of disclosure by risk factor, analyses of the relations among risk factors and semantic properties (like economic sign, type of measures and outlook orientation that characterize the disclosures) and an empirical application of the multidimensional measure of the quality of risk communication. The index aims at evaluating publications from a sample of 85 non-financial Italian listed companies. This method has been criticized because of the difficulty in quantifying annual reports on risk (Combes-Thuélin, Henneron and Touron, 2006). Beretta and Bozzolan (2004) developed an index of risk disclosures, which aims at evaluating the voluntary disclosures of companies. The research has also been criticized because it deals with many dimensions and confuses the reader rather than aiding understanding. The discussion paper of Botosan (2004), which followed on the paper of Beretta and Bozzolan, explains that quality is not measurable. She explains that quality depends on user perceptions as stated by the IASB. These are “understandability, relevance, reliability and comparability.” (Botosan 2004, 290)
The outcome of the research of Beretta and Bozzolan (2005) showed that a positive relationship exists between the quantity of risk disclosure and the firm size. However, no relationship was found between the industry and the quantity of risk disclosure. In addition, regarding the quality of risk disclosure no relationship was found between the industry and the size. The measure they selected for the size of the company is the natural logarithm of the turnover.
4.6.4
Linsley and Shrives


Linsley and Shrives (2006) examined whether there is a relationship between the firm characteristic company size or level of risk and risk disclosed totals. Their tests were performed to ascertain whether a relationship exists between the number of risk disclosures within an annual report and the level of risk within the company or the size of the company to gain some further insight into drivers of risk reporting. For testing a relationship between the numbers of risk disclosures and the level of company risk, the following measures were used: asset cover, gearing ratio, beta factor, ratio of book value of equity to market value of equity and quiscore
. Pearson correlation coefficients for variables calculated that there was no significant relationship found to exist between the number of risk disclosures and the level of company risk. Linsley and Shrives believe that the explanation for this may be that some higher risk companies believe extensive risk disclosures will highlight their risk level whereas some companies with lower risk level may be seeking to signal that they are less risky through voluntary risk reporting. Beside it, they also examined the relationship between company size and the quantity of risk reporting. The two measures of size they selected were natural log market value and natural log of turnover. The Pearson correlation coefficients for variables showed that a statistically significant correlation exists between the quantity of total risk disclosures, quantity of financial risk disclosures and quantity of non-financial disclosures, and the size variables (natural log of turnover and natural log of market value). This positive relationship is explained through larger companies having greater numbers of stakeholders to whom they are accountable and as consequence, they must provide more information. 


Linsley and Shrives (2006) used a sentence-based approach and their sample selections consist of 79 non-financial companies listed in the FTSE
 100 as on 1 January 2001. The sentence analysis approach required that the authors to read 79 annual reports identifying all sentences providing risk or risk management information. 

First, “the sentences were coded as risk disclosures if it was considered that the reader was better informed about risks that have already had an impact upon the company, or could have an impact upon the company in the future, or if the reader is better informed about risk management within the company"(Linsley and Shrives 2005, 296). 

Second, the risk information was categorized into one of six risk categories: financial risk, operations risk, empowerment risk, information processing and technology risk, integrity risk, and strategic risk. 

Third, Linsley and Shrives also coded the individual sentence characteristics following: whether the risk sentence provided monetary or non-monetary information, good news, bad news or neutral news was being communicated and whether the risk information related to the future or the past. It is possible that a sentence had more than one possible classification, at that moment the information was classified into the category most emphasized within the sentence. 

With this information they tested whether the number of non-monetary risk disclosures are significantly greater than the number of monetary risk disclosures, and whether the number of past risk disclosures are significantly greater than the number of future risk disclosures and whether the number of good and bad risk disclosures will not be significantly different from one another. For above research they used Wilcoxon signed ranks tests. Tests showed that the number of non-monetary risk disclosures is significantly greater than the number of monetary risk disclosures. The tests showed that the number of future risk disclosures being significantly greater than the number of past risk disclosures, and the numbers of good risk disclosures are significantly greater and 57 firms display a greater number of good risk disclosures compared to 22 firms that display a greater number of bad disclosures.
4.6.5
Linsley and Lawrence
Linsley and Lawrence (2007) examined risk disclosures of the 25 largest non-financial companies in the FTSE 100 as at 1 January 2001. They used the content analysis for performing to identify the risk disclosures and the Flesch Reading Ease (difficulty degree) formula, the method most frequently used to test for readability. Linsley and Lawrence examined whether there is a difference in mean reading ease ratings and variability in reading ease rating between good news and bad news risk disclosures, and they tested whether there is a significant difference in mean reading ease ratings and variability in reading ease ratings between internal and external bad news risk disclosures. The Mann-Whitney U test confirmed that there is no statistically significant difference and variability in mean reading ease ratings between good news and bad news risk disclosures. That means that management does not appear to be concealing bad risk news through obfuscation. The Mann-Whitney U tests also confirms that there is no statistically significant difference in mean reading ease ratings and variability in reading ease ratings between internal and external bad news risk disclosures. Therefore, management is not obfuscating internal bad risk news relative to external bad risk news.
4.6.6
Abraham and Cox
Abraham and Cox (2007) examined the following firms’ characteristics in relation to risk reporting: board of directors, institutional ownership, short-term institutions, long-term institutions, in-house managed pension plans, outside managed pension plans and dual-listed stock. They examined the relationship between the dependent variables; total risk reporting, business risk reporting, financial risk reporting and internal risk reporting with the independent variables called above. They also choose to implement four control variables; firms’ size (natural logarithm of turnover), leverage (total debts to total assets), risk (variance of stock price returns over the 60 months to mid 2002), and industry dummy variables (the possibility that risk reporting may be influenced by the general relationships that attach to each industry).
Abraham and Coxs’ (2007) sample consisted of 71 firms of the FTSE 100 index and a market capitalization weighted index representing firms’ market value ranked 1-100. Their sample contains non-financial companies, following Beretta and Bozzolan (2004), and Linsley and Shrives (2006). They choose annual reports of the year 2002. Following Linsley and Shrives, Abraham and Cox highlighted each sentence only if it contained risk information, and ignored it if it contains no risk information or is too vague. They compiled a list of key words, which captured risk as discussed in three contexts; risk as variation, risk as uncertainty and risk as opportunity. Similar to Beretta and Bozzolan (2004) and Linsley and Shrives (2006), in order to perform the content analysis, they select sentences as coding unit. One disadvantage, difficult to overcome by the using of sentences to code, is that it is possible that the writing style of the company influences the disclosure-measuring outcome. 

First the board of directors, that consists of executive board of directors (fulltime employees of the firm, are corporate insiders and the assumptions is that executive directors have insufficient incentives regarding disclosure.) and non-executive board of directors, which are in “a stronger position to fulfill shareholder preferences for accountability and transparency. Thus, a positive relationship can be expected between non-executive directors and risk disclosure, and a negative relationship between executive directors and risk disclosure. ” (Abraham and Cox 2007, 231) Non-executive directors can be distinguished into dependent, not entirely independent concerning the management, and independent. Regarding the board of director’s variables, Abraham and Cox count the executive directors, dependent non-executive directors, and independent directors for each sample firm. The results show that the coefficients on executive directors and independent non-executive directors are positive and significant, that reflects that executive directors are more important in the transmission of risk information to directors. The balance of executive to independent directors may be key to risk disclosures suggest exploratory tests on the data. The coefficients on dependent non-executive directors are negative and insignificant. The coefficient on control variable risk is statistically significant and positive, explained through those firms with higher stock returns volatility try to reduce this through greater disclosure. Leverage is not statistically significant, similar to the results of Linsley and Shrives (2006). The coefficient control variable size is positive and significant regarding total risk disclosure. The results for the industry controls indicate that the chosen comparator sector, general industries, is a relatively low risk-disclosing sector for all five FTSE sectors report more on risk and four significantly so.

Second, Abraham and Cox examined the relationship between risk disclosure and institutional ownership. Therefore, they made a categorization of short-term institutions and long-term institutions (in-house managed pension plans and outside managed pension plans). For the institutional ownership variables, they searched electronically and then consolidate all shares held by life assurance funds, in-house managed pension plans, and externally managed pensions plans for each sample firm. Results showed that corporate ownership by in-house managed pension funds is negatively related to total risk disclosure and corporate ownership by life assurance funds is positively related to total risk disclosure. One explanation therefore is that life assurors prefer firms that report more risk information because risk information supports more accurate securities valuation and therefore frequent trading strategies.

Third, for United Kingdom companies that are also listed in the United States they assigned a dummy variable of ‘1’and ‘0’. The coefficients on US dual listing firms to total risk reporting is statistically significant and positive. 

They also showed findings regarding business, financial, and internal control risk reporting. The first regression analyses relates to voluntary business reporting. US dual listing is positive and significant related to business risk reporting. The coefficients on in-house managed pension’s funds are negative and significant. Beside it, the coefficient on outside managed pension funds is not significant and the same situation exists to corporate ownership by life assurance funds and business risk reporting. Board of directors variables are in the same direction and statistically similar to the previous regression. The control variables size, leverage, and risk whilst the magnitudes of the coefficients are not significant. The coefficients on the industry variables are not significant, reflecting that the industry to which an industry belongs is not a significant driver of business reporting. 

The second regression analysis relates to obligatory financial risk reporting. The coefficient on US dual listing is significant and positive. The coefficient on in-house managed pension funds is negative and not statistically significant, whilst the coefficient on life assurance funds is positive and significant. The relationships and levels of significance for executive directors and independent non-executive directors are highly similar to the two previous regressions. The coefficients on size, leverage, and risk are highly each significant. Conclusion of this regression is that larger firms and riskier firms report more financial risk information. The coefficients on the industry categories showed that the resource sector is relatively low disclosing but that the utilities sector is high disclosing. 

The final regression is related to obligatory internal risk reporting. The results of the regression showed that firms do not focus on the narration of internal control over and above which is required. The coefficients on US dual listing, two of the three ownership variables, all the board of directors’ variables, and all the control variables are insignificant. Only the relationship between in-house pension funds and internal control reporting is significant.
4.6.7
Lajili and Zéghal
Research of Lajili and Zéghal (2005) showed that risk reporting by 300 Canadian companies is almost exclusively qualitative in nature and is located in the notes of financial statements and/or in the MD&A (Management’s Discussion and Analysis) section accordance regulation of Canadian risk disclosure. The content analysis showed that the most frequently cited risk categories were financial risk, commodity and business risk. The content analysis also showed that an emphasis on downside risks is noted and potential up-side effects and value creating opportunities are largely absent from the current risk disclosure. Finally, this research showed that risk assessment and analysis as reported by the companies in this sample is limited and lacks valuable and perhaps quantitative insights such as sensitivity or simulation analysis showing the effects of potential changes on the financial statements following an increase of risk in one or more categories. Lajili and Zéghal first examined the intensity and nature of risk related information, as well as the volume and location of this information. The purpose of their research is to know in detail which industries and companies disclose risk information, how much risk information is disclosed, and where they choose to report risk information. Information about risk can be found in the MD&A and in the notes to the financial statements of the annual report. The number of words and sentences used in each firm’s disclosures, either in the MD&A or footnote sections, can measure the volume of risk disclosure. In addition, it is only by examining the actual content of risk disclosure that the quality and the potential value of such sensitive information could be assessed.
4.7
Hypotheses

The hypotheses used to answer the research question are developed with the help of the prior research described in this chapter, and the theory in the preceding chapter. This section therefore describes the hypotheses and the expectations focusing on the empirical part of this research. More information about the way the hypotheses are tested is presented in the next chapter, in the section about the research model.


Starting, the agency theory explains disclosures by the conflicting interests of principals and agents. Principals (shareholders) want the agents (managers) to act in a way that is the best for the company. However, the managers like to act selfish. To avoid this conflict the management needs to disclose information about the performance, in this way the shareholders are able to justify on the performance of the managers. Shareholders hold the managers responsible for the business performance. If this performance is not according to the expectations, management will be punished for this. 


If there is a bad performance due to (external) circumstances which are outside the power of the managers, managers will do anything to show that it was not in their fault that the business performance was bad. They will show, in the disclosures, that they were facing tough problems during their activities. An example of these disclosures could be risk disclosures, although the disclosure of the risks is more related to the future performance of the business. When bad circumstances occur, managers will tend to provide information concerning the related risks, otherwise litigation exists for consequences of circumstances that are not their responsibility. The credit crunch is a good example of circumstances that are outside the power of the managers. 

The automotive sector was badly influenced by the credit crunch in 2008, while 2007 was still a good year. Therefore, it is expected that first and the second hypothesis, stated below, will hold:

H1: The annual reports of 2008 show more financial risks than the annual reports of 2007
H2: The annual reports of 2008 show different risk positions than the annual reports of 2007

To continue, if the fist and the second hypothesis hold (as expected), the causes of the differences in disclosed risks need to be further analyzed. Since IFRS 7 is obligated since 1 January 2007, the causes of the differences or changes in qualitative risks compared to the preceding year, need to be elaborated (IFRS 7.33c). This elaboration is important for answering the research question, because it can tell whether the differences occurred due to changes in the circumstances, or whether there were no particular changes in circumstances and the differences in disclosed risks cannot be attributed to changes in the environment. Because the risks should have already been disclosed in the annual report of 2007, in this situation there was no compliance with IFRS 7 in 2007.
All the researched annual reports contain an audit report with the statement of compliance with IFRS; otherwise, the annual financial report would have been disapproved. Due to the trust in the work of the auditor, the following second hypothesis is expected to hold:

H3: The differences in disclosed risks are attributed to changes in (external) circumstances

Although IFRS 7 does not prescribe to disclose causes of differences or changes in quantitative risks compared to the preceding year it is also useful to test this, because information about differences is very useful for the users of the annual financial reports and therefore this information can be used to do recommendations about the rules in IFRS 7. Because information asymmetry and the stakeholder theory are expected to hold, as stated in the economic theory, it is expected that the following hypothesis holds as well. This means that due to the demand of stakeholders inside information will be published in the annual reports;
H4: The differences in risk positions of 2008 compared to 2007 are motivated

The last hypothesis that will be tested deals with the information element of the disclosures. It is expected that managers are willing to give information about the influences the (external) circumstances have on the company. As stated earlier in this section, managers are benefited by producing information about the external circumstances that have a bad influence on the business result. If they cannot show the forces that lead to bad business results are outside their power, they will be set responsible for that bad business results. The stakeholder theory also can be an explanation for providing information about the business in the annual report. This information is useful for the users of the annual reports, and therefore they will demand that information. When the demand is high enough managers need to lend an ear on that demand, otherwise they disappoint important stakeholders. When assuming this explanation, the following hypothesis is expected to hold:
H5: The information content of the disclosures of the same risks have changed in 2008 compared to 2007


This means that it is expected that due to the credit crunch information disclosed about the different risk categories has changed from 2007 to 2008.
4.8
Summary

In this chapter the prior literature concerning risk reporting is given. With the help of prior research and the economic theory described in the preceding chapter the hypothesis used to answer the research question have been formulated. The first hypothesis states that the annual financial reports of 2008 show more financial risks than the annual financial reports of 2007. This hypothesis is concerned with the qualitative risk disclosures and is expected to hold. The third hypothesis states that differences in disclosed risks are attributed to changes in (external) circumstances. This hypothesis is also expected to hold. Hypothesis two states that the annual financial reports of 2008 show different risk positions than the reports of 2007. Based on the hypothesis the quantitative disclosure needs to be investigated. The expectation is that this hypothesis may hold. Hypothesis four is related with hypothesis two and states whether the differences in risk positions of 2008 compared to 2007 are motivated. The expectation with this hypothesis is that differences are motivated well. The fifth hypothesis is about the information content of the risk disclosures, and predicts that the information content of the annual reports of 2008 changed compared to 2007. This hypothesis is expected to hold.

The following table gives a summary of the prior literature used for this research. 
	Author(s)
	Object of study
	Sample
	Methodology
	Results

	Groenland Daals and von Eije (2006)
	Examining characteristics of the risk paragraph and measuring the influence of these characteristics on share returns.
	125 annual reports of firms of 2004 listed on the Euronext with a registered seat in the Netherlands.
	Content analysis
	76% of the sample companies have a risk paragraph and the majority describes the risk management- and the control system. The risk paragraph consists of average 3,5 pages. Often companies describe risks regarding markets, laws, infrastructure of the firm and technological developments. The variables of the risk paragraph describe not the returns of the firms of the first half of 2005.

	Mertens and Blij (2008)
	Research report provides insight in risk reporting and control measures.
	110 listed companies on the Euronext with  registered seat in Dutch (2007)
	Content analysis with help of a questionnaire
	The reported risks are mostly Financial risks and Operational risks. Firms do not explicitly disclose important risks, rank the risks, or make relations to business activities.

	Beretta and Bozzolan (2004)
	Propose a framework for the analysis of risk reporting and an index to measure the quality of risk disclosure.
	85 non-financial Italian listed companies (2001)
	Content analysis: disclosure index and regression
	There is a positive relationship between the quantity of risk disclosure and the firm size. There is no relationship between the industry and quantity of risk disclosure. Regarding the quality of risk disclosure there is no relationship with industry and size.


	Author(s)
	Object of study
	Sample
	Methodology
	Results

	Linsley and Shrives (2006)
	The types of risk information disclosed are analyzed and examined on whether a relationship exists between company size or level of risk disclosure and total risk disclosure.
	79 non-financial companies listed in the FTSE 100 as on 1 January 2001
	Content analysis: disclosure index and regression
	There is no relationship between the quantity of risk disclosure and the level of company risk (asset cover, gearing ratio, beta factor, ratio of book value of equity to market value of equity and quiscore). There is significant correlation between the quantity of total disclosure, financial risk disclosure and non-financial risk disclosure and the size of the company (turnover and market value).

	Linsley and Lawrence (2007)
	Tests are performed to measure the level of readability of the risk disclosures and to assess whether directors are deliberately obscuring bad risk news.
	examined risk disclosures of the 25 largest non-financial companies in the FTSE 100 as at 1 January 2001
	Flesh Reading Ease formula is used to measure the readability of the risk disclosure and the coefficient of variation is used to measure obfuscation. 
A content analysis is adopted to identify risk disclosures.


	Management does not appear to be concealing bad risks news through obfuscation and not obfuscating internal bad risk news to external bad risk news. The level of readability of the risk disclosure is difficult or very difficult. 

	Abraham and Cox (2007) 
	Investigation of the relationship between the quantity of narrative risk information in corporate annual reports compared with ownership, governance, and US listing characteristics.
	71 firms of the FTSE 100 index
	Content analysis
	Risk reporting is negatively related to share ownership by long-term institutions. Different types of board director fulfill different functions, with both the number of executive and the number of independent directors is positively related to the level of risk reporting, but not the number of dependent non-executive directors. Investigation of business, financial and internal control aspects of risk disclosure reveals that the pattern of risk information in the annual report may be dependent upon the form that reporting regulation takes.


	Author(s)
	Object of study
	Sample
	Methodology
	Results

	Lajili and Zéghal (2005) 
	Examine the state, nature, and volume of risk and risk management disclosures.
	300 annual reports at 1999 of Canadian listed companies.
	Content analysis
	No relationship have been found between the quantity of compulsory and voluntary risk reporting and firms’ size, profit, beta or leverage.  The results do not seem to indicate any significant differences between strictly mandatory disclosures and other voluntary disclosures about risks. Large variations, particularly in voluntary risk reporting, have been found. Risk disclosures are mainly qualitative; few reporting on risk assessment and few risk forecasts.


Chapter five

Research design

5.1
Introduction

In this chapter, the research design used to answer the research question will be elaborated. The research design is developed with the help of the previous literature review. The development of the research design will be divided into a couple of steps. Section two of this chapter describes the research method. The third section comments the model used to analyze the annual reports. The fourth section elaborates more on the sample, and section five contains the summary. 

5.2
Research method

Verschuren and Doorewaard (1999) identified different methods for research. One of those methods is desk research. Desk research involves gathering information that already exists. Since the research question can be answered using annual reports, which is existing information, the research method chosen for this research is desk research. Because the necessary information is available, desk research is a technique for research that can be conducted behind a desk. In a desk research, a distinction exists between a literature research and a secondary research (Verschuren and Doorewaard 1999, 178). Literature research is the gathering and the studying of already produced professional literature, this is usually performed by a qualitative content analysis. Secondary research is mainly aimed at the gathering and the analyzing of statistic data produced by others, which will be incorporated and analyzed in a quantitative way (Verschuren and Doorewaard 1999, 178). In this research, the used method is the literature research with a content analysis. 

The information gathered with the desk research does often not directly presents the answer to the research question, therefore adjustments need to be made, or models need to be developed to select the useful information. The model used for this desk research will be commented in section 5.3.
Earlier research at risk reporting shows that annual reports can be investigated by using content analysis and disclosure index studies. This was already shortly explained in the introduction chapter of this research. “Content analysis is a research technique for making replicable and valid inferences from texts (or other meaningful matter) to the contexts of their use.” (Krippendorff 2004, 18) Content analysis involves specialized procedures to classify text into categories. “As a research technique, content analysis provides new insights, increases a researchers understanding of particular phenomena, or informs practical actions” (Krippendorff 2004, 18). To realize a replicable process it needs to be based on rules that are explicitly stated and equally applied to each unit of the analysis. Research performed with the use of content analysis is subjective; to realize that the results are less subjective, validation is essential.
To perform a relevant content analysis the classification procedure is essential. If the classification identifies the wrong important topics, the outcome of the research will be useless. In performing content analysis, numbers of words, page proportions, and sentences can be used. Words can be counted with a high degree of accuracy but they cannot be coded to different risk categories without reference to the sentence. Consequently, words can only be interpreted within the context of a sentence.
Advantages of a content analysis are that it directly investigates the communication via, in this case, annual reports. Hence, this will present a direct insight in the provided information. With a content analysis, it is possible to perform research in both quantitative as qualitative operations. Another advantage is that through analysis of texts valuable insights are provided in the development over time.
Disadvantages are that content analysis can be very time consuming, it is a subject of high errors, especially when relational analysis is used to attain a higher level of interpretation. It is also possible that the research becomes to theoretical and no further meaningful conclusions for the practice can be concluded. Another weakness of the content analysis is that it is subjective (Linsley and Shrives, 2006). In order to overcome partially the subjectivity, validation procedures are often used. 
The first procedure that increases the credibility in the interpretation of for example correspondence in the annual reports with the objective reality is to have more than one person read and code written documents. “Test of interrater
 reliability can then be used to check consistency in coding, a proxy for accuracy” (Abraham and Cox 2007, 235). A second procedure is to examine the output of the content analysis measured one way against the output measured in a different way (Beattie et al. 2004). “Cronbach’s
 α is often used to measure how well a set of items capture a particular underlying construct (Abraham and Cox 2007, 235). Cronbach α will increase as the average pair wise correlation between the two content analysis measures of disclosure increases”.

Disclosure index studies are a partial type of a content analysis. Disclosure index models can be defined as follows: a disclosure index is aimed at measuring the level of disclosure, investigating predefined information items. In its most simple form a company’s disclosure score is the number of information items disclosed by the company divided by the total number of applicable information items. In addition, it is possible to put different weights to (clusters of) information items. Concerning determining which information items are relevant and should be included in the model, sometimes experts are asked to judge the relevance of the selected information items.

“Because of the difficulty of assessing disclosure quality directly, disclosure index studies assume that the amount of disclosure on specified topics proxies for the quality of disclosure. Researchers tend to assume that quantity and quality are positively related” (Beattie et al. 2004, 210), consequently, the more topics included, the higher the reached quality is. In addition, researchers exists who have a different opinion, for example Marston and Shrives (1991, 195). Marston and Shrives in their paper note, “Calculating an index score for a particular company can give a measure of the extent of disclosure but not necessarily the quality of the disclosure. Items included in the disclosure index may be weighted in order to take account of the fact that some items are viewed as more important than others.”
“To select the specified topics, researchers usually conduct attitude surveys among relevant user groups, asking for the importance of each item. Because the number of items that could be disclosed by a company is very large, researchers usually focus on inter-company differences or inter-country differences” (Beattie et al. 2004, 210). 

In this research, it is not directly necessary to measure the individual quality of a single report and compare the quality of one report to all the other annual reports in the sample. Focusing on this research it is important to measure the differences between a pair of annual reports, namely the annual report of 2007 and of 2008 concerning one entity. 
5.3
Model

In this section, the model used to analyze the annual reports of the sample companies will be commented. Focusing on this research it is important that the differences in the reported risks between the two sample years (2007 and 2008) can be identified (if they exist). The model is formulated using the rules in IFRS 7, and consequently identifies the same ‘risk groups’; market risk, credit risk and liquidity risk. For each group of risks, in the annual report different risks can be disclosed. Not just one credit risk or one market risk exists. Consequently, the type of risk focusing on the general risks need to be separately investigated. Appendix 3 contains a checklist that is used to examine the annual reports. Because it allows other researchers to perform the same research, this checklist is of great importance.
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Once the different risks have been identified, each risk will be described in a core sentence and then each risk will be judged according to the content of IFRS 7.33/7.34 (Appendix 1). Consequently, the annual financial reports of 2007 and 2008 will be examined on the providing of both qualitative (7.33) as quantitative (7.34) information about that disclosed risk. In the next following table, this is presented by an example of the liquidity risk.
	Risk                  
	2007
	2008

	                       
	Qualitative
	Quantitative
	Qualitative
	Quantitative

	Liquidity risk
	√
	-
	√
	√


In this example, the annual financial report of 2007 contains only qualitative information about the liquidity risk. The annual report of 2008 contains both qualitative and quantitative information. In this table the liquidity risk of 2007 and 2008 are stated next to each other, allowing a better comparison.

According to hypothesis one and two, the goal of the research is identifying the differences between the risks disclosed in 2007 and in 2008. More possibilities exist in which a risk can differ than only in a quantitative or a qualitative way, and consequently in the table more columns will be added: 

	Risk                  
	2007             
	2008              
	Mutation
	Motivation

	                       
	Qualitative
	Quantitative
	Qualitative
	Quantitative.
	Qualitative
	Quantitative
	Qualitative
	Quantitative

	Liquidity risk
	√
	-
	√
	√
	2                     
	2                   
	0                   
	1


Table 2
	0
	 No mutation

	1
	Less information

	2
	More information
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In this table the same example as in table 1 is used, but more columns have been added. Starting with the column ‘mutation qualitative’ as presented in table 3 three possible outcomes exist.
 A score of ‘0’ is rewarded when the qualitative information, in this case the liquidity risk in the annual financial reports of 2007 and 2008 is the same. A score of ‘1’ is rewarded when the annual financial report of 2008 contains less qualitative information about that risk than the report of 2007 and a score of ‘2’ is granted when the report of 2008 contains more qualitative information about that risk than the report of 2007. This column is used to investigate whether the selected companies provide new information concerning the risks, or whether they copy-paste the paragraphs in the annual financial report of the preceding year. With this result, the fifth hypothesis will be tested.
	0
	No mutation

	1
	Smaller risk

	2
	Bigger risk   
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Focusing on the column ‘mutation quantitative’ also, three possible outcomes exist, which are presented in table 4. For judging on the size of the risk, to compare the quantitative risks in the annual financial reports of 2007 and of 2008 the definition of risk signaled in section 4.2 will be used. A ‘0’ means that no mutation existed in the quantitative risk position of the company. A score of ‘1’ means that the presented risk in 2008 was smaller than the risk in 2007, and a ‘2’ means that the risk in 2008 was bigger than in 2007.

The last two columns use a dummy variable, and consequently the only two possibilities are a score of ‘1’ or ‘0’. In the column with the qualitative motivation, a score of ‘1’ means that in the annual report a motivation (cause) has been published for the change in the described risk in the annual financial report, and ‘0’ means that such motivation is not published. The findings in this column are important for testing the third hypothesis.

According to IFRS 7.33c, differences in the reported qualitative risks need to be explained and elaborated. Consequently, if a change in the risk position exists a qualitative motivation needs to be published. If no specific cause for the difference is disclosed, the annual financial statement is not compliant with the requirements in IFRS and the risk was probably already relevant for the preceding year. Because hypothesis three assumed that changes in the risk position are caused by changes in the (external) circumstances, but that this cannot be presumed if no motivation is disclosed, such evidence does not support the accepting of the third hypothesis.

The column with the quantitative motivation implied the motivation for the change in the risk position, is the quantitative risk changed, and is a cause disclosed? ‘1’ means a motivation for the change in the risk position is disclosed and ‘0’ that no motivation is disclosed. The content of this column is relevant for testing the fourth hypothesis. Because IFRS 7 does not require elaborating changes in the quantitative risk position, this hypothesis and research is not directly traced based on IFRS 7. However, this elaboration is useful for the users of the annual financial reports, and consequently in this research will be tested.

5.4
Sample

The empirical part of this research is focused on the European automotive industry. Because they are one of the industries that due to the credit crunch face many problems, the automotive industry is chosen. This is not the only reason why the automotive industry is chosen. To prove that caused by the real market circumstances an increase in the risk reporting exists, concerning the research it is important to choose an industry where big changes are expected. This implies that the credit crunch had no impact in 2007 but a big impact in 2008. 
The automotive industry shows this pattern, “seldom a year made such difference” (KPMG 2009). In 2007, the industry saw itself emerging into a world where overall growth seemed assured, and where both sales and profits for the companies would be higher. In 2008, all has changed (KPMG 2009). This big change leads to new risks as well as to the increasing of the existing risks. Because changes in disclosed risks can be identified, for this research this ‘change’ criterion is essential.

The automotive industry can be divided into three main categories; automobiles, auto parts and tires. When all the three categories would be included in the sample, the outline of the sample would be too big to investigate for just one person in a period of 5 months. To present an idea, only Euronext, the stock exchange of the Netherlands, Belgium, and France, already contains 27 of these companies. This does not even include the other European countries. Consequently, in the sample, only producers are included.
Taking only European stock exchange quoted automotive producers in to account results in a sample of ten producers. Since this sample was too small, the sample is extended with motorcycle-, truck-, and bus producers. The main reason for extending the sample in this way is that many automotive producers operate in groups of brands. An example of this is FIAT S.P.A. FIAT S.P.A. does not only include the FIAT brand, but also brands like Lancia, Alfa Romeo, and IVECO. IVECO is a big truck brand, and therefore trucks were actually already included in the sample with only automobile producers. IVECO is not the only example; many more examples exist.

By using this extension, the sample contains of 16 stock exchange quoted companies. The before signaled sample consists of car-, truck-, bus- and motorcycle producers, and is presented in appendix 2. For each company the annual reports of 2007 and 2008 will be used. 
Unfortunately, because of several reasons not all the selected 16 companies can be researched. Both Ford Motor Company and General Motors publish their annual reports only according to US GAAP, so compliance with IFRS 7 is impossible to investigate, both Porsche and KTM have not a fiscal year ended on 31 December, this causes that the financial year of 2006-2007 (in fact related to 2007) started before 1 January 2007. Before that date is was not obliged to comply with IFRS 7. Both companies were no early adaptors of the standard, so no comparison can be performed. The last company with a problem is Ducati; the annual report of 2008 is not published yet. The ending sample therefore contains 11 companies.
5.5
Summary
The research design to answer the research question and based on that to test the hypotheses is desk research and uses content analysis, and as part of it, disclosure index studies. “Content analysis is a research technique for making replicable and valid inferences from texts (or other meaningful matter) to the contexts of their use” (Krippendorff 2004, 18). A disclosure index study is aimed at measuring the level of disclosure, by investigating the predefined information items. 
In this research the text used to analyze, according to content analysis, are the annual financial reports of 2007 and 2008 of 11 selected companies. This sample contains stock exchange quoted producers in the automotive industry. This includes auto-, truck, bus- and motorcycle producers.
The predefined information items used to analyze the annual financial reports of the selected companies are the disclosure of quantitative and qualitative information concerning all the financial risks of the selected companies. For testing the first and second hypothesis, to investigate if differences exist it is necessary to compare these disclosed risks in 2007 and in 2008. When with the use of these information elements differences between the risk disclosures in 2007 compared to 2008 are identified, other information items are necessary for testing the third and the fourth hypothesis; this information items are respectively the motivation or the cause of the qualitative difference and the motivation concerning the cause of the quantitative difference. For the fifth hypothesis the qualitative information content of the annual reports of 2007 and 2008, need to be compared with each other.
In the next chapter, the outcomes of the tests of the hypotheses are presented and analyzed.
Chapter six

Research results
6.1
Introduction
To answer the fifth sub-question in this research this chapter uses the research results, whether stock exchange quoted companies (in the automotive industry) have presented their financial risks? This question helps to answer the research question whether the use of IFRS 7 by stock exchange quoted companies (in the automotive industry) has lead to disclosing all their financial risks. In the second section, the research results will be commented. In the third section, these results will be used to present an opinion about the five hypotheses stated in chapter 4, and finally in section four the summary is presented.
6.2
Research results
 The in the preceding chapter described model is used to analyze the annual reports of 2007 and of2008 of the selected companies. During the analyses it became clear that all companies in their annual reports use the risk classification of IFRS 7; liquidity-, credit-, market-, currency-, interest-rate- and price risk. All the selected companies published general information about the risk groups of IFRS 7, but do not detail them into smaller or individual risks. Consequently the sentence, “Not just one credit risk or one market risk exists.” on page 35 in this research does not hold. Therefore, based on the content of the annual reports the research has been adjusted, and the general terms described in IFRS 7 have been investigated. The outcomes concerning the different sample companies are as following;
	Risk                  
	2007
	2008
	Mutation
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2
	1                   
	0                     

	Credit risk     
	√
	√
	√
	√
	0
	1                   
	0                   

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                    -Currency
	√
	√
	√
	√
	1                     
	1                     
	0                     

	                    -Interest
	√
	√
	√
	√
	0                    
	2                     
	0                     

	                    -Price
	-
	-
	-
	-
	-
	-
	-
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	Risk                  
	2007             
	2008              
	Mutation
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	0                   
	2                                     
	0                  

	Credit risk     
	√
	√
	√
	√
	2                   
	2                   
	0                   

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                    -Currency
	√
	√
	√
	√
	2                     
	2                    
	0                    

	                    -Interest
	√
	√
	√
	√
	0                    
	1                    
	0                   

	                    -Price
	-
	-
	-
	-
	-
	-
	-
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	Risk                  
	2007             
	2008              
	Mutation
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                    
	0                     
	-                    

	Credit risk     
	√
	√
	√
	√
	2                    
	2                   
	1                    

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                    -Currency
	√
	√
	√
	√
	2                    
	1                    
	0                      

	                    -Interest
	√
	√
	√
	√
	0                   
	2                      
	0                     

	                    -Price
	-
	-
	-
	-
	-
	-
	-
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	Risk                  
	2007             
	2008              
	Mutation
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                   
	0                     
	-                     

	Credit risk     
	√
	√
	√
	√
	0                     
	2                     
	0                    

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                    -Currency
	√
	√
	√
	√
	0                  
	1                   
	0                    

	                    -Interest
	√
	√
	√
	√
	0                   
	1                   
	0                       

	                    -Price
	-
	-
	-
	-
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	Risk                  
	2007
	2008
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2
	2
	0

	Credit risk     
	√
	√
	√
	√
	0
	2
	0

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                     -Currency
	√
	√
	√
	√
	0
	2
	0

	                     -Interest
	√
	√
	√
	√
	0
	1
	0

	                     -Price
	√
	√
	√
	√
	0
	2
	0


	Risk                  
	2007             
	2008              
	Mutation
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	1                   
	2                    
	1                  

	Credit risk     
	√
	√
	√
	√
	2                     
	1                       
	1                   

	Market risk 
	√
	√
	√
	√
	0                       
	-
	-

	                     -Currency
	√
	√
	√
	√
	0                     
	2                    
	1                      

	                     -Interest
	√
	√
	√
	√
	0                        
	2                     
	1                     

	                     -Price
	√
	-
	√
	√
	0                     
	2                     
	1                      

	Risk                  
	2007             
	2008              
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                   
	2                    
	0                    

	Credit risk     
	√
	√
	√
	√
	2                     
	2                       
	0                      

	Market risk 
	√
	-
	√
	-
	0                          
	-
	-

	                     -Currency
	√
	√
	√
	√
	2                     
	2                    
	0                     

	                     -Interest
	√
	√
	√
	√
	0                        
	2                    
	0                     

	                     -Price
	√
	-
	√
	-
	0                     
	-
	-

	Risk                  
	2007             
	2008              .
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	1                    
	2                     
	1          


	Credit risk     
	√
	-
	√
	-
	0                    
	-
	-

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                     -Currency
	√
	√
	√
	√
	2                   
	1                     
	1                       

	                     -Interest
	√
	√
	√
	√
	1                      
	2                    
	0                    

	                     -Price
	√
	-
	√
	-
	2                     
	-
	-                    

	Risk                  
	2007             
	2008              
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                   
	2                    
	0                    

	Credit risk     
	√
	√
	√
	√
	0                    
	2                       
	1                      

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                     -Currency
	√
	√
	√
	√
	0                   
	2                    
	1                       

	                     -Interest
	√
	√
	√
	√
	0                        
	1                    
	1                    

	                     -Price
	√
	√
	√
	√
	0                     
	1                    
	1                     
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	Risk                  
	2007             
	2008              
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                     
	1                      
	0                   

	Credit risk     
	√
	-
	√
	-
	2                        
	-
	-                   

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                     -Currency
	√
	√
	√
	√
	0                         
	2                   
	0                    

	                     -Interest
	√
	√
	√
	√
	0                     
	2                    
	0                    

	                     -Price
	-
	-
	-
	-
	-
	-
	-



	Risk                  
	2007             
	2008              
	Mutation
	Motivation

	                       
	Qualitat.
	Quantit.
	Qualitat.
	Quantitat.
	Qualitative
	Quantitative
	Quantitative

	Liquidity risk
	√
	√
	√
	√
	2                     
	2                   
	1                     

	Credit risk     
	√
	-
	√
	-
	0                   
	-
	-                     

	Market risk 
	-
	-
	-
	-
	-
	-
	-

	                     -Currency
	√
	√
	√
	√
	0                         
	1                    
	0                    

	                     -Interest
	√
	√
	√
	√
	0                     
	2                    
	0                    

	                     -Price
	√
	√
	√
	√
	2                    
	1                      
	0                    



Investigating the results of this research carefully, it needs to be notices that the column with the qualitative motivation no longer exist. The reason for excluding that information will be motivated in the next section.
6.3
Hypotheses

In this section, the research results will be used to present the opinion focusing on the hypotheses stated in chapter four. The stated hypotheses were as following;

H1:
 The annual reports of 2008 show more financial risks than the annual reports of 2007
H2: 
The annual reports of 2008 show different risk positions than the annual reports of 2007

H3: 
The differences in disclosed risks are attributed to changes in (external) circumstances

H4: 
The differences in risk positions of 2008 compared to 2007 are motivated

H5: 
The information content of the disclosures of the same risks have changed in 2008 compared to 2007


First hypotheses one and three will be commented. The research results allow being rather short about hypothesis one and three. Because all the selected companies use the risk classification of IFRS 7, and the risks have been not further detailed in to smaller risks, the annual reports of 2008 do not show more financial risks than the annual reports of 2007. This can be verified with the columns 2007 and 2008 in the research results. In 2007, in total, 52 risks were disclosed (adding together all the qualitative risks of 2007). In 2008, exactly the same amount of risks was disclosed; consequently, in 2008 not more risks have been disclosed. Maybe in 2008 related to 2007 more financial risks exists, but due to the broad definition of the different risks in the annual reports no differences have been identified.


Because no differences can be identified, consequently the third hypothesis about the attributing of the differences to changes in (external) circumstances cannot be tested. This is also the reason that the column with the qualitative motivation in the research model is removed. No identified changes exist in the qualitative risks; consequently, the column with the motivation for changes in the qualitative risks is of no sense. Consequently, the broad conclusion and the answer on the research question is a negative statement that according to the research results it cannot be concluded that no compliance exists with the requirements in IFRS 7.

Hypothesis two can be verified with the quantitative risk mutation column in the research results. In total 45 quantitative risks have been disclosed. When comparing these quantitative risks, many differences can be identified. Compared to 2007, in 2008 15 (33,3%) of the risks are lower, 28 (62,2%) of the risks are higher and only 2 (4,5%) risks remained the same. Consequently, 95,5% of the risk positions changed over 2008, and therefore hypothesis 2 is accepted.

Because differences have been identified between the risk disclosures in 2007 and in 2008, the fourth hypothesis can be answered. The last column in the tables is the basis for this answer. When all the differences are added together, 43 (45 -2 risks that remained the same) differences in the quantitative risk positions exist. Of these 43 changes in the risk position, 13 (30,2%) motivations for these changes have been disclosed. Since this change for the users of the annual financial statement is of great importance, this is a low percentage, and the hypothesis needs to be rejected

The column ‘mutation qualitative’ can realize an answer on hypothesis five. Hypothesis five expects that changes exist in the information content of the risk reported in the annual report of 2008 compared to 2007. When adding all the selected companies together, 52 risks have been examined on their information content. The outcome is that 19 risks (36.5%) show more information about the risk position, 4 risks (7,7%) show less information, and in 55,8% (29 risks) of the cases the risk information remained exactly the same, the risks were copy-pasted. This 55,8% is a large percentage for a year that shows so much change. Based on this outcome, because more risks exist that remained the same in the providing of information than risks exist that provided more information, hypothesis five is rejected. Due to the credit crunch the economic environment is focusing on the importance of the financial risks, publishing less information about the risks, which is shown 4 times, consequently seems to be rather strange.
6.4
Summary


Because no changes exist in the number of financial risks disclosed in 2008 compared to 2007, based on the research results hypothesis one can be rejected. Because motivation for changes cannot be measured if no changes exist. This implies that  according to the research results it cannot be concluded that no compliance exists with the requirements in IFRS 7.

Based on the research results, hypothesis two about the differences in quantitative risk positions is accepted. Because hypothesis two is accepted based on the research results,  hypothesis four was tested and rejected. The sample contains not enough companies that explained their change in their risk position.


Based on the research result also hypothesis five is rejected. The research results show that too much information concerning risks exists that is “copy-pasted” from the preceding year. 

Based on the outcomes in this chapter, a complete conclusion with the answer on the research question is presented in the next chapter.
Chapter seven
7.1
Summary
This research is focusing on IFRS 7 and the financial risk disclosures. The research question is formulated as follows:

Has the use of IFRS 7 by stock-exchange quoted companies (in the automotive industry) lead to disclosing all their financial risks?

Answering this question will be performed by investigating the annual financial reports of 2007 and 2008. The credit crunch might have caused risks that were published in the annual financial report of 2008 that were not published in the annual financial report of 2007, although they were relevant for 2007.
The research design to answer the research question and based on that to test the hypotheses is desk research and uses content analysis, and as part of it, disclosure index studies. “Content analysis is a research technique for making replicable and valid inferences from texts (or other meaningful matter) to the contexts of their use” (Krippendorff 2004, 18). A disclosure index study is aimed at measuring the level of disclosure, by investigating the predefined information items.

In this research the text used to analyze, according to content analysis, are the annual financial reports of 2007 and 2008 of 11 selected companies.  This sample contains European stock exchange quoted producers in the automotive industry. This includes auto-, truck, bus- and motorcycle producers.
IFRS 7 Financial Instruments: Disclosures, reflects the changing environment, and realizes a number of improvements to the disclosure framework for risks arising from financial instruments. At 1 January 2007, the standard (IFRS 7) became operational and since that date all stock-exchange quoted companies in the European Union have to comply with this standard, this implies that all entities with a bookkeeping year starting at 1 January 2007 or later need to apply with the requirements of IFRS 7. 

Because of the commitment of complying with IFRS 7, starting with bookkeeping years form 1 January 2007 and later, financial reports of stock exchange quoted entities in the European Union need to contain a section with their financial risks.
IFRS 7 has two purposes, companies should report on (1) the significance of financial instruments for the entity’s financial position and performance and (2) the nature and the extent of risks arising from financial instruments to which the entity is exposed at the reporting date, and in which way an entity manages those risks. A financial instrument is any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity. Concerning this research, the second purpose is essential. The risks that are defined are the credit risk, the liquidity risk, and the market risk. 
Risk reporting can be explained by several accounting theories. The efficient market hypothesis explains why risk reporting is essential concerning the shareholders. 
The agency theory explains risk reporting as an important way to solve the problem of conflicting interest between the executives and the shareholders of a company. Information asymmetry describes risk reporting as important because of the differences in the available information. Executives usually have more information than outside shareholders. The stakeholder theory uses stakeholder groups to explain why reporting is important. 
With the help of prior research on risk reporting, and the economic theory described in this research, the hypotheses used to answer the research question have been formulated. The hypotheses are as following:

H1:
 The annual reports of 2008 show more financial risks than the annual reports of 2007
H2: 
The annual reports of 2008 show different risk positions than the annual reports of 2007

H3: 
The differences in disclosed risks are attributed to changes in (external) circumstances

H4: 
The differences in risk positions of 2008 compared to 2007 are motivated

H5: 
The information content of the disclosures of the same risks have changed in 2008 compared to 2007
The first hypothesis is concerned with the qualitative risk disclosures and is expected to hold. The third hypothesis has a relation with the first hypothesis. The differences in the first hypothesis are further analyzed in the third hypothesis. This hypothesis is also expected to hold. Hypothesis two is related to the quantitative disclosure of a risk and is expected to hold. Hypothesis four is related with hypothesis two; the expectation with this hypothesis is that differences are motivated well. The fifth hypothesis predicts that compared to 2007 the information content of the annual reports of 2008 have been changed. This hypothesis is expected to hold.

The research results show that compared to 2007 no changes exist in the number of the financial risks disclosed in 2008, therefore hypothesis one can be rejected. Consequently, because motivation for changes cannot be measured if no changes exist hypothesis three cannot be tested. This implies that according to the research results there cannot be concluded that no compliance exists with the requirements in IFRS 7.

Based on the results hypothesis two concerning the differences in the quantitative risk positions can be accepted. Because hypothesis two was accepted, based on the results hypothesis four was tested and rejected. Not enough companies in the sample explained their change in risk position. Because the research results show that there is too much information about risks that is copy-pasted from the preceding year, hypothesis five was also rejected.
7.2
Conclusion
This research is performed aiming answering the question whether the use of IFRS 7 by stock exchange quoted companies (in the automotive industry) has realized the disclosing of all their financial risks. Based on the tests of hypothesis one and three, the answer on the research question is the next negative statement. According to the research results, there  cannot be concluded that no compliance exists with the requirements in IFRS 7.

The research results contain no evidence that suggested that the selected companies identified new risks concerning 2008, which were actually also relevant concerning 2007. The annual reports of the selected companies use very broad definitions of the different financial risks. Consequently, it was not possible to identify differences in the disclosed risks. All selected companies use the risks signaled in IFRS 7, but they not in further detail published concerning that risks, for example by dividing the risks into smaller identifiable risks. Maybe in 2008 related to 2007 more financial risks exists, but due to the broad definition of the different risks in the annual reports no differences have been identified.
Based on the results, the conclusion of this research is that no reason exists to believe that the use of IFRS 7, by stock exchange quoted companies in the automotive industry, did not lead to companies disclosing all their financial risks.
Of course, not only hypothesis one and three has been researched, but also hypothesis two, four and five. These hypotheses are used to comment on the contents of the disclosed risks, to investigate whether recommendations can be communicated to the regulators of IFRS 7 about the content of IFRS 7. These recommendations will be presented in the next section.
7.3
Limitations

This research has some limitations that could not be overcome. The first limitation is the size of the sample used concerning the research. The sample contains only eleven companies, which implies that 22 annual reports have researched. This sample is too small to be able to present a statement about the significance of the results. Consequently, the opinion of the researcher, instead of testing the significance of the different deviations and outcomes, is used to answer the research question.

The second limitation is that only one industry is involved in this research. The outcomes of the research cannot be generalized to all companies; the outcomes only represent information about the automotive industry: consequently, further research is necessary.
The third limitation is linked with the used research method, content analysis which is rather subjective. Different people can interpret the information stated in the annual reports in different ways. This can influence the outcome of the research. Consequently, performing the same research by another researcher may realize a different outcome.
7.4
Recommendations

This section is divided into two parts; the first part based on the hypotheses contains recommendations to the regulators of IFRS. The second part contains recommendations for further research.

Based on the first and third hypothesis a recommendation to the regulators of IFRS is to oblige companies to disclose on their smallest identifiable group of risks, so that better comparison between years is possible. Because no possibility exists to investigate what factors (or smaller risks) affect the risks, the broad definitions, now in use, do not realize an easy comparison. An example can be to divide the credit and the liquidity risks to divisions.

Based on hypothesis two and four about the change in quantitative risk and the motivation for that change, can be concluded that too little companies published a motivation if their risk changes. The users of the annual reports can conclude that a change in the risk position of the companies exists, but in 69.8% of the chances in the investigated annual reports, no motivation for that change is published. For users of the annual report the risk position is important, but it is also essential to conclude what the causes concerning the specific changes in risks are. Based on that information forecasts about the future are possible, and buy- or sell decisions on shares can be performed. Consequently, because this is useful for the users of the annual financial report, the recommendations to the regulators of IFRS are to implement a rule that obliges companies to not only disclose a motivation for change in the qualitative risks (now IFRS 7.33c), but also for changes in the quantitative risk positions.

Based on hypothesis five another recommendation can be communicated. This hypothesis tests the information content of the qualitative information in the risk reports. While researching the annual reports it became clear that many of the selected companies use exactly the same information to explain their risks as in the preceding year. They “copy-paste” the complete risk explanations, while due to the credit crunch so many external circumstances existed that could have lead to changes in these explanations. More than half of the selected companies “copy-pasted” the risks and not even published the credit crunch in their explanation concerning the risk position. Consequently, the recommendation to the regulators of IFRS is to implement a rule that risks should be clarified with present examples.

Next, the recommendations concerning further research will be described. In relation with the fifth hypothesis, there could be researched whether it is relevant to copy-paste risks in times that financial risks are of such importance. Another recommendation concerning further research is to investigate whether the, in the annual report, disclosed risks are the same in reality. Are all the relevant risks disclosed? This research could be performed by comparing the annual reports of companies in one business sector.

As stated in the introducing chapter of this research, a limitation is that this research only focuses on the automotive industry. A possibility is to test whether the outcomes of this research are also reliable for other industries.

As stated in the previous chapter some companies did published a motivation with their change in their risk position. A last possibility concerning research could is to test whether the motivations published in the annual reports, are the real motivations for the changes in the risk positions.
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Appendix 1
IFRS 7 - Financial Instruments: Disclosures

Objective

1
The objective of this IFRS is to require entities to provide disclosures in their financial statements that enable users to evaluate:

(a)
the significance of financial instruments for the entity's financial position and performance; and

(b)
the nature and extent of risks arising from financial instruments to which the entity is exposed during the period and at the end of the reporting period, and how the entity manages those risks.

2
The principles in this IFRS complement the principles for recognising, measuring and presenting financial assets and financial liabilities in IAS 32 Financial Instruments: Presentation and IAS 39 Financial Instruments: Recognition and Measurement.

Scope

3
This IFRS shall be applied by all entities to all types of financial instruments, except:

(a)
those interests in subsidiaries, associates and joint ventures that are accounted for in accordance with IAS 27 Consolidated and Separate Financial Statements, IAS 28 Investments in Associates or IAS 31 Interests in Joint Ventures. However, in some cases, IAS 27, IAS 28 or IAS 31 permits an entity to account for an interest in a subsidiary, associate or joint venture using IAS 39; in those cases, entities shall apply the disclosure requirements in IAS 27, IAS 28 or IAS 31 in addition to those in this IFRS. Entities shall also apply this IFRS to all derivatives linked to interests in subsidiaries, associates or joint ventures unless the derivative meets the definition of an equity instrument in IAS 32.

(b)
employers' rights and obligations arising from employee benefit plans, to which IAS 19 Employee Benefits applies.

(c)
[deleted] 

(d)
insurance contracts as defined in IFRS 4 Insurance Contracts. However, this IFRS applies to derivatives that are embedded in insurance contracts if IAS 39 requires the entity to account for them separately. Moreover, an issuer shall apply this IFRS to financial guarantee contracts if the issuer applies IAS 39 in recognising and measuring the contracts, but shall apply IFRS 4 if the issuer elects, in accordance with paragraph 4(d) of IFRS 4, to apply IFRS 4 in recognising and measuring them.

(e)
financial instruments, contracts and obligations under share-based payment transactions to which IFRS 2 Share-based Payment applies, except that this IFRS applies to contracts within the scope of paragraphs 5–7 of IAS 39.

4
This IFRS applies to recognised and unrecognised financial instruments. Recognised financial instruments include financial assets and financial liabilities that are within the scope of IAS 39. Unrecognised financial instruments include some financial instruments that, although outside the scope of IAS 39, are within the scope of this IFRS (such as some loan commitments).

5
This IFRS applies to contracts to buy or sell a non-financial item that are within the scope of IAS 39 (see paragraphs 5–7 of IAS 39).

Classes of financial instruments and level of disclosure

6
When this IFRS requires disclosures by class of financial instrument, an entity shall group financial instruments into classes that are appropriate to the nature of the information disclosed and that take into account the characteristics of those financial instruments. An entity shall provide sufficient information to permit reconciliation to the line items presented in the statement of financial position.

Significance of financial instruments for financial position and performance

7
An entity shall disclose information that enables users of its financial statements to evaluate the significance of financial instruments for its financial position and performance.

Statement of financial position

Categories of financial assets and financial liabilities

8
The carrying amounts of each of the following categories, as defined in IAS 39, shall be disclosed either in the statement of financial position or in the notes:

(a)
financial assets at fair value through profit or loss, showing separately (i) those designated as such upon initial recognition and (ii) those classified as held for trading in accordance with IAS 39;

(b)
held-to-maturity investments;

(c)
loans and receivables;

(d)
available-for-sale financial assets;

(e)
financial liabilities at fair value through profit or loss, showing separately (i) those designated as such upon initial recognition and (ii) those classified as held for trading in accordance with IAS 39; and

(f)
financial liabilities measured at amortised cost.

Financial assets or financial liabilities at fair value through profit or loss

9
If the entity has designated a loan or receivable (or group of loans or receivables) as at fair value through profit or loss, it shall disclose:

(a)
the maximum exposure to credit risk (see paragraph 36(a)) of the loan or receivable (or group of loans or receivables) at the end of the reporting period.

(b)
the amount by which any related credit derivatives or similar instruments mitigate that maximum exposure to credit risk.

(c)
the amount of change, during the period and cumulatively, in the fair value of the loan or receivable (or group of loans or receivables) that is attributable to changes in the credit risk of the financial asset determined either:

(i)
as the amount of change in its fair value that is not attributable to changes in market conditions that give rise to market risk; or

(ii)
using an alternative method the entity believes more faithfully represents the amount of change in its fair value that is attributable to changes in the credit risk of the asset.

Changes in market conditions that give rise to market risk include changes in an observed (benchmark) interest rate, commodity price, foreign exchange rate or index of prices or rates.

(d)
the amount of the change in the fair value of any related credit derivatives or similar instruments that has occurred during the period and cumulatively since the loan or receivable was designated.

10
If the entity has designated a financial liability as at fair value through profit or loss in accordance with paragraph 9 of IAS 39, it shall disclose:

(a)
the amount of change, during the period and cumulatively, in the fair value of the financial liability that is attributable to changes in the credit risk of that liability determined either:

(i)
as the amount of change in its fair value that is not attributable to changes in market conditions that give rise to market risk (see Appendix B, paragraph B4); or

(ii)
using an alternative method the entity believes more faithfully represents the amount of change in its fair value that is attributable to changes in the credit risk of the liability.

Changes in market conditions that give rise to market risk include changes in a benchmark interest rate, the price of another entity's financial instrument, a commodity price, a foreign exchange rate or an index of prices or rates. For contracts that include a unit-linking feature, changes in market conditions include changes in the performance of the related internal or external investment fund.

(b)
the difference between the financial liability's carrying amount and the amount the entity would be contractually required to pay at maturity to the holder of the obligation.

11
The entity shall disclose:

(a)
the methods used to comply with the requirements in paragraphs 9(c) and 10(a).

(b)
if the entity believes that the disclosure it has given to comply with the requirements in paragraph 9(c) or 10(a) does not faithfully represent the change in the fair value of the financial asset or financial liability attributable to changes in its credit risk, the reasons for reaching this conclusion and the factors it believes are relevant.

Reclassification

12
If the entity has reclassified a financial asset as one measured:

(a)
at cost or amortised cost, rather than at fair value; or

(b)
at fair value, rather than at cost or amortised cost,

it shall disclose the amount reclassified into and out of each category and the reason for that reclassification (see paragraphs 51–54 of IAS 39).

Derecognition

13
An entity may have transferred financial assets in such a way that part or all of the financial assets do not qualify for derecognition (see paragraphs 15–37 of IAS 39). The entity shall disclose for each class of such financial assets:

(a)
the nature of the assets;

(b)
the nature of the risks and rewards of ownership to which the entity remains exposed;

(c)
when the entity continues to recognise all of the assets, the carrying amounts of the assets and of the associated liabilities; and

(d)
when the entity continues to recognise the assets to the extent of its continuing involvement, the total carrying amount of the original assets, the amount of the assets that the entity continues to recognise, and the carrying amount of the associated liabilities.

Collateral

14
An entity shall disclose:

(a)
the carrying amount of financial assets it has pledged as collateral for liabilities or contingent liabilities, including amounts that have been reclassified in accordance with paragraph 37(a) of IAS 39; and

(b)
the terms and conditions relating to its pledge.

15
When an entity holds collateral (of financial or non-financial assets) and is permitted to sell or repledge the collateral in the absence of default by the owner of the collateral, it shall disclose:

(a)
the fair value of the collateral held;

(b)
the fair value of any such collateral sold or repledged, and whether the entity has an obligation to return it; and

(c)
the terms and conditions associated with its use of the collateral.

Allowance account for credit losses

16
When financial assets are impaired by credit losses and the entity records the impairment in a separate account (eg an allowance account used to record individual impairments or a similar account used to record a collective impairment of assets) rather than directly reducing the carrying amount of the asset, it shall disclose a reconciliation of changes in that account during the period for each class of financial assets.

Compound financial instruments with multiple embedded derivatives

17
If an entity has issued an instrument that contains both a liability and an equity component (see paragraph 28 of IAS 32) and the instrument has multiple embedded derivatives whose values are interdependent (such as a callable convertible debt instrument), it shall disclose the existence of those features.

Defaults and breaches

18
For loans payable recognised at the end of the reporting period, an entity shall disclose:

(a)
details of any defaults during the period of principal, interest, sinking fund, or redemption terms of those loans payable;

(b)
the carrying amount of the loans payable in default at the end of the reporting period; and

(c)
whether the default was remedied, or the terms of the loans payable were renegotiated, before the financial statements were authorised for issue.

19
If, during the period, there were breaches of loan agreement terms other than those described in paragraph 18, an entity shall disclose the same information as required by paragraph 18 if those breaches permitted the lender to demand accelerated repayment (unless the breaches were remedied, or the terms of the loan were renegotiated, on or before the end of the reporting period).

Statement of comprehensive income

Items of income, expense, gains or losses

20
An entity shall disclose the following items of income, expense, gains or losses either in the statement of comprehensive income or in the notes:

(a)
net gains or net losses on:

(i)
financial assets or financial liabilities at fair value through profit or loss, showing separately those on financial assets or financial liabilities designated as such upon initial recognition, and those on financial assets or financial liabilities that are classified as held for trading in accordance with IAS 39;

(ii)
available-for-sale financial assets, showing separately the amount of gain or loss recognised in other comprehensive income during the period and the amount reclassified from equity to profit or loss for the period;

(iii)
held-to-maturity investments;

(iv)
loans and receivables; and

(v)
financial liabilities measured at amortised cost;

(b)
total interest income and total interest expense (calculated using the effective interest method) for financial assets or financial liabilities that are not at fair value through profit or loss;

(c)
fee income and expense (other than amounts included in determining the effective interest rate) arising from:

(i)
financial assets or financial liabilities that are not at fair value through profit or loss; and

(ii)
trust and other fiduciary activities that result in the holding or investing of assets on behalf of individuals, trusts, retirement benefit plans, and other institutions;

(d)
interest income on impaired financial assets accrued in accordance with paragraph AG93 of IAS 39; and

(e)
the amount of any impairment loss for each class of financial asset.

Other disclosures

Accounting policies

21
In accordance with paragraph 117 of IAS 1 Presentation of Financial Statements (as revised in 2007), an entity discloses, in the summary of significant accounting policies, the measurement basis (or bases) used in preparing the financial statements and the other accounting policies used that are relevant to an understanding of the financial statements.

Hedge accounting

22
An entity shall disclose the following separately for each type of hedge described in IAS 39 (ie fair value hedges, cash flow hedges, and hedges of net investments in foreign operations):

(a)
a description of each type of hedge;

(b)
a description of the financial instruments designated as hedging instruments and their fair values at the end of the reporting period; and

(c)
the nature of the risks being hedged.

23
For cash flow hedges, an entity shall disclose:

(a)
the periods when the cash flows are expected to occur and when they are expected to affect profit or loss;

(b)
a description of any forecast transaction for which hedge accounting had previously been used, but which is no longer expected to occur;

(c)
the amount that was recognised in other comprehensive income during the period;

(d)
the amount that was reclassified from equity to profit or loss for the period, showing the amount included in each line item in the statement of comprehensive income; and

(e)
the amount that was removed from equity during the period and included in the initial cost or other carrying amount of a non-financial asset or non-financial liability whose acquisition or incurrence was a hedged highly probable forecast transaction.

24
An entity shall disclose separately:

(a)
in fair value hedges, gains or losses:

(i)
on the hedging instrument; and

(ii)
on the hedged item attributable to the hedged risk.

(b)
the ineffectiveness recognised in profit or loss that arises from cash flow hedges; and

(c)
the ineffectiveness recognised in profit or loss that arises from hedges of net investments in foreign operations.

Fair value

25
Except as set out in paragraph 29, for each class of financial assets and financial liabilities (see paragraph 6), an entity shall disclose the fair value of that class of assets and liabilities in a way that permits it to be compared with its carrying amount.

26
In disclosing fair values, an entity shall group financial assets and financial liabilities into classes, but shall offset them only to the extent that their carrying amounts are offset in the statement of financial position.

27
An entity shall disclose:

(a)
the methods and, when a valuation technique is used, the assumptions applied in determining fair values of each class of financial assets or financial liabilities. For example, if applicable, an entity discloses information about the assumptions relating to prepayment rates, rates of estimated credit losses, and interest rates or discount rates.

(b)
whether fair values are determined, in whole or in part, directly by reference to published price quotations in an active market or are estimated using a valuation technique (see paragraphs AG71–AG79 of IAS 39).

(c)
whether the fair values recognised or disclosed in the financial statements are determined in whole or in part using a valuation technique based on assumptions that are not supported by prices from observable current market transactions in the same instrument (ie without modification or repackaging) and not based on available observable market data. For fair values that are recognised in the financial statements, if changing one or more of those assumptions to reasonably possible alternative assumptions would change fair value significantly, the entity shall state this fact and disclose the effect of those changes. For this purpose, significance shall be judged with respect to profit or loss, and total assets or total liabilities, or, when changes in fair value are recognised in other comprehensive income, total equity.

(d)
if (c) applies, the total amount of the change in fair value estimated using such a valuation technique that was recognised in profit or loss during the period.

28
If the market for a financial instrument is not active, an entity establishes its fair value using a valuation technique (see paragraphs AG74–AG79 of IAS 39). Nevertheless, the best evidence of fair value at initial recognition is the transaction price (ie the fair value of the consideration given or received), unless conditions described in paragraph AG76 of IAS 39 are met. It follows that there could be a difference between the fair value at initial recognition and the amount that would be determined at that date using the valuation technique. If such a difference exists, an entity shall disclose, by class of financial instrument:

(a)
its accounting policy for recognising that difference in profit or loss to reflect a change in factors (including time) that market participants would consider in setting a price (see paragraph AG76A of IAS 39); and

(b)
the aggregate difference yet to be recognised in profit or loss at the beginning and end of the period and a reconciliation of changes in the balance of this difference.

29
Disclosures of fair value are not required:

(a)
when the carrying amount is a reasonable approximation of fair value, for example, for financial instruments such as short-term trade receivables and payables;

(b)
for an investment in equity instruments that do not have a quoted market price in an active market, or derivatives linked to such equity instruments, that is measured at cost in accordance with IAS 39 because its fair value cannot be measured reliably; or

(c)
for a contract containing a discretionary participation feature (as described in IFRS 4) if the fair value of that feature cannot be measured reliably.

30
In the cases described in paragraph 29(b) and (c), an entity shall disclose information to help users of the financial statements make their own judgements about the extent of possible differences between the carrying amount of those financial assets or financial liabilities and their fair value, including:

(a)
the fact that fair value information has not been disclosed for these instruments because their fair value cannot be measured reliably;

(b)
a description of the financial instruments, their carrying amount, and an explanation of why fair value cannot be measured reliably;

(c)
information about the market for the instruments;

(d)
information about whether and how the entity intends to dispose of the financial instruments; and

(e)
if financial instruments whose fair value previously could not be reliably measured are derecognised, that fact, their carrying amount at the time of derecognition, and the amount of gain or loss recognised.

Nature and extent of risks arising from financial instruments

31
An entity shall disclose information that enables users of its financial statements to evaluate the nature and extent of risks arising from financial instruments to which the entity is exposed at the end of the reporting period.

32
The disclosures required by paragraphs 33–42 focus on the risks that arise from financial instruments and how they have been managed. These risks typically include, but are not limited to, credit risk, liquidity risk and market risk.

Qualitative disclosures

33
For each type of risk arising from financial instruments, an entity shall disclose:

(a)
the exposures to risk and how they arise;

(b)
its objectives, policies and processes for managing the risk and the methods used to measure the risk; and

(c)
any changes in (a) or (b) from the previous period.

Quantitative disclosures

34
For each type of risk arising from financial instruments, an entity shall disclose:

(a)
summary quantitative data about its exposure to that risk at the end of the reporting period. This disclosure shall be based on the information provided internally to key management personnel of the entity (as defined in IAS 24 Related Party Disclosures), for example the entity's board of directors or chief executive officer.

(b)
the disclosures required by paragraphs 36–42, to the extent not provided in (a), unless the risk is not material (see paragraphs 29–31 of IAS 1 for a discussion of materiality).

(c)
concentrations of risk if not apparent from (a) and (b).

35
If the quantitative data disclosed as at the end of the reporting period are unrepresentative of an entity's exposure to risk during the period, an entity shall provide further information that is representative.

Credit risk

36
An entity shall disclose by class of financial instrument:

(a)
the amount that best represents its maximum exposure to credit risk at the end of the reporting period without taking account of any collateral held or other credit enhancements (eg netting agreements that do not qualify for offset in accordance with IAS 32);

(b)
in respect of the amount disclosed in (a), a description of collateral held as security and other credit enhancements;

(c)
information about the credit quality of financial assets that are neither past due nor impaired; and

(d)
the carrying amount of financial assets that would otherwise be past due or impaired whose terms have been renegotiated.

Financial assets that are either past due or impaired

37
An entity shall disclose by class of financial asset:

(a)
an analysis of the age of financial assets that are past due as at the end of the reporting period but not impaired;

(b)
an analysis of financial assets that are individually determined to be impaired as at the end of the reporting period, including the factors the entity considered in determining that they are impaired; and

(c)
for the amounts disclosed in (a) and (b), a description of collateral held by the entity as security and other credit enhancements and, unless impracticable, an estimate of their fair value.

Collateral and other credit enhancements obtained

38
When an entity obtains financial or non-financial assets during the period by taking possession of collateral it holds as security or calling on other credit enhancements (eg guarantees), and such assets meet the recognition criteria in other Standards, an entity shall disclose:

(a)
the nature and carrying amount of the assets obtained; and

(b)
when the assets are not readily convertible into cash, its policies for disposing of such assets or for using them in its operations.

Liquidity risk

39
An entity shall disclose:

(a)
a maturity analysis for financial liabilities that shows the remaining contractual maturities; and

(b)
a description of how it manages the liquidity risk inherent in (a).

Market risk

Sensitivity analysis

40
Unless an entity complies with paragraph 41, it shall disclose:

(a)
a sensitivity analysis for each type of market risk to which the entity is exposed at the end of the reporting period, showing how profit or loss and equity would have been affected by changes in the relevant risk variable that were reasonably possible at that date;

(b)
the methods and assumptions used in preparing the sensitivity analysis; and

(c)
changes from the previous period in the methods and assumptions used, and the reasons for such changes.

41
If an entity prepares a sensitivity analysis, such as value-at-risk, that reflects interdependencies between risk variables (eg interest rates and exchange rates) and uses it to manage financial risks, it may use that sensitivity analysis in place of the analysis specified in paragraph 40. The entity shall also disclose:

(a)
an explanation of the method used in preparing such a sensitivity analysis, and of the main parameters and assumptions underlying the data provided; and

(b)
an explanation of the objective of the method used and of limitations that may result in the information not fully reflecting the fair value of the assets and liabilities involved.

Other market risk disclosures

42
When the sensitivity analyses disclosed in accordance with paragraph 40 or 41 are unrepresentative of a risk inherent in a financial instrument (for example because the year-end exposure does not reflect the exposure during the year), the entity shall disclose that fact and the reason it believes the sensitivity analyses are unrepresentative.

Effective date and transition

43
An entity shall apply this IFRS for annual periods beginning on or after 1 January 2007. Earlier application is encouraged. If an entity applies this IFRS for an earlier period, it shall disclose that fact.

44
If an entity applies this IFRS for annual periods beginning before 1 January 2006, it need not present comparative information for the disclosures required by paragraphs 31–42 about the nature and extent of risks arising from financial instruments.

44A
IAS 1 (as revised in 2007) amended the terminology used throughout IFRSs. In addition it amended paragraphs 20, 21, 23(c) and (d), 27(c) and B5 of Appendix B. An entity shall apply those amendments for annual periods beginning on or after 1 January 2009. If an entity applies IAS 1 (revised 2007) for an earlier period, the amendments shall be applied for that earlier period.

44B
IFRS 3 (as revised in 2008) deleted paragraph 3(c). An entity shall apply that amendment for annual periods beginning on or after 1 July 2009. If an entity applies IFRS 3 (revised 2008) for an earlier period, the amendment shall also be applied for that earlier period. 

Withdrawal of IAS 30

45
This IFRS supersedes IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial Institutions.

Appendix 2

1 FIAT SPA 

2 FORD MOTOR

3 GENERAL MOTORS

4 PEUGEOT

5 SPYKER CARS

6 RENAULT

7 VOLKSWAGEN GROUP

8 DAIMLER

9 BMW GROUP

10 PORSCHE 

11 MAN

12 SCANIA

13 VOLVO GROUP 

14 KTM

15 DUCATI

16 PIAGGIO GROUP 

Appendix 3
Checklist
	Risk                      
	2007
	2008              
	Mutation
	Motivation

	                            
	Qualitative
	Quantitative
	Qualitative
	Quantitative
	Qualitative
	Quantitative
	Qualitative
	Quantitative

	Liquidity risk
	
	
	
	
	
	
	
	

	Credit risk
	 
	 
	 
	 
	 
	 
	 
	 

	Market risk
	 
	 
	 
	 
	 
	 
	 
	 

	                     -Currency
	 
	 
	 
	 
	 
	 
	 
	 

	                     -Interest
	 
	 
	 
	 
	 
	 
	 
	 

	                     -Price
	 
	 
	 
	 
	 
	 
	 
	 


The qualitative risk positions are examined on their existence in the annual reports. In this research qualitative risk positions exist (√) when the risk is reported and a qualitative description of that risk is given.
The quantitative risk positions are examined on their existence in the annual reports. In this research quantitative risk positions exist (√) when a quantitative description of the risk is disclosed in the annual report. This quantitative description can be a sensitivity analysis, but also a quantitative description of the risk position.

The mutation qualitative column gives information about the change in the qualitative information content of the risk in the annual report. This implies that the red columns will be compared with each other to see if there is more, less or the same qualitative information disclosed with the risk.
The mutation quantitative column gives information about the change in the quantitative risk position in the annual report. This implies that the orange columns will be compared with each other to see if there is a bigger, smaller or the same risk position.

The motivation qualitative column gives information about the motivation for the change recognized in the bleu column. This implies that the existence of a motivation for the change is tested. This motivation needs to be given in a qualitative way.

The motivation quantitative column gives information about the motivation for the change recognized in the green column. This implies that the existence of a motivation for the change is tested. This motivation needs to be given in a qualitative way.
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� “COSO is dedicated to guiding executive management and governance entities toward the establishment of more effective, efficient, and ethical business operations on a global basis. It sponsors and disseminates frameworks and guidance based on in-depth research, analysis, and best practices.” ( website COSO)


� Asset cover is a ratio of loans and assets


Gearing ratio is the degree to which a firm's activities are funded by owner's funds versus creditor's funds.


The Beta factor and the ratio of book value of equity to market value of equity are good proxies for risk together, Beta factor is based on CAPM and to exclude the limitations of CAPM ratio of book value of equity to market value of equity are also included.


Quiscore measures the likelihood of company failure and is based upon the analysis of a number of financial and non-financial factors for individual companies.


� Financial Times Stock Exchange Index; index based on 100 important and representative shares of the Stock Exchange in London


�  Test of interrater gives a score of how much homogeneity there is.


�  Cronbach’s α is a tool to check whether the performed test is credible.
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