1. Introduction
Financial disclosure (e.g. Verrecchia, 2001) is considered to be an important means of

improving the health and liberalisation of capital markets. Widespread availability of high-
quality financial information influences the economic decision-making process by increasing
investor confidence in the credibility of the market. Reduction in information asymmetry
affects the process of attracting liquidity and the cost of capital (Welker, 1995). The quality of
the capital market plays a deeper and greater role in emerging economies by increasing liquidity
and facilitating wealth creation and trading. In order to support developing economies, recent
decades have witnessed ambitious programmes for reform, above all regarding financial
reporting and disclosure (ACCA, 2012).

Although the effects of financial disclosure have been well discussed in the case of
developed countries, few studies (Hassan ez a/, 2011; Abraham ez a/, 2015) have focused on
emerging markets owing to difficulties in identifying the real effect of disclosures on emerging
economies, where many institutional variables influence the growth of capital markets. This
paper fills this gap by focusing on China, a country that, among so-called “BRIC” countries
(Brazil, Russia, India, and China) at an advanced stage of economic development, has had a
greater influence than others on worldwide economies in recent years (Chen and Wang, 2004).

According to Lan e# al. (2013), the securities market in China has become a major
global stock exchange in terms of total capitalisation, trading volume and rapid growth in both
the number and size of public companies. There are two official national exchanges in China:
the Shanghai Stock Exchange (SSE), established in 1990, and the Shenzhen Stock Exchange
(SZSE), founded in 1991. A-shares and B-shares can be issued in both exchange markets. The
key distinction is that A-shares are issued for domestic investors, denominated in renminbi
(RMB), and B-shares are issued for foreign investors, predominantly in foreign currency (US
dollars in Shanghai and Hong Kong dollars in Shenzhen). The segmented capital stock market
shows differences in communication, trading rules and transfer of information in the different
exchange markets (Elshandidy ez a/, 2015). Chinese listed firms apply different accounting
regulations depending on the type of security issued, whether A- or B-shares, or both. Firms
that issue A-shares are required to comply with Chinese GAAP, firms that issue B-shares are
required to comply with IFRS, and firms that issue both A- and B-shares are required to issue
two sets of annual reports, one based on Chinese GAAP and the other based on IFRS (Peng
et al., 2008).

Although the China Securities Regulatory Commission (CSRC) has continuously

improved its laws and regulations, with many reforms concerning financial reporting



disclosure, the effectiveness of the information disclosure system is still underplayed (Zhang
and Zhang, 2014).

Despite the benefits of such reforms, which theoretically should enhance the
performance of every capital market, many difficulties and various results are encountered in
their actual application because of the diverse institutional contexts in which they are applied.
Most importantly, despite promoting private ownership, international investment and
entrepreneurial ventures, the Chinese government still maintains tight control of
entrepreneurial activities (Elshandidy, 2014). In fact, the consideration that the state still plays
a significant or, even dominant, role in many financial companies leads to unique
characteristics in terms of disclosure, given the structure of the Chinese financial market.

While the extant evidence on China is concerned largely with general financial
disclosure (Wang, 2006; Wang, 2009; Wu, 2007), the quality of risk reporting by financial firms
is still empirically debatable. Regarding risk reporting in other contexts, over the last decade a
growing literature has developed on investors’ risk perceptions of capital markets through
observation of the effects of risk disclosure (Kravet and Muslu, 2013), and it is commonly
recognised that the motivations for risk related information are explained by agency theory in
terms of the capacity of risk disclosure to decrease information asymmetries (Oliveira ez al,
2011).

Its effects on market liquidity are well documented in developed countries (Miihkinen,
2013; Campbell ¢ al., 2014; Elshandidy and Neri, 2015), but less attention has been given to
emerging markets. This is even more important if we consider the situation of financial
companies listed in the Chinese market: factors like the high percentage of state ownership
and the low percentage of negotiable securities (OECD, 2011) make the risk disclosure of
financial companies in the Chinese context fundamental for investors and analysts.

This paper fills this gap by studying the main determinants of the risk disclosure quality
of financial firms listed in China’s A-shares of the SSE market for the years 2013, 2014 and
2015, and then observes the impact of risk disclosure quality on market liquidity. The paper
considers the SSE market for its characteristics and dimension (Luo e/ a4, 2009): many
companies are state-owned and responsible for China's economic growth, and at the end of
2015 this market showed RMB 53.1 trillion of capitalisation. Furthermore, the majority of the
financial firms are listed on the SSE while small companies and few financial companies are
listed on the SZSE.

Our paper constructs risk disclosure quality scores on the basis of manual content

analysis in order to achieve a reasonable level of accuracy and validity. Risk disclosure quality



is measured by analysing five main dimensions in annual report narratives: quantity,
depth_qualitative, depth_quantitative, outlook_profile and coverage (Miihkinen, 2012).
Quality is then tested against the firm characteristics of size, risk, capital structure and growth.
The paper also analyses the possible impact of risk disclosure quality on market liquidity
(Elshandidy and Neri, 2015) in order to understand whether disclosing more risk information
really improves the attraction of liquidity in emerging markets and counteracts the fact that
“heavy government regulation affects prices of different financial assets” (Chan ez al., 2007).

Since the A- and B-share markets have different disclosure levels (Elshandidy, 2014),
this paper focuses on the A-share market in order to reflect the influence of Chinese
regulations. By 2014, A-share listed companies, banks, insurance enterprises, securities
enterprises and central state-owned enterprises had already adopted the New People’s
Republic of China (PRC) GAAP (KPMG, 2014). Furthermore, as described in the
background section, the A-share market is the most important segment of the Chinese market
because it is one that is ideated to attract more capital (domestic and foreign). Moreover, the
China Banking Regulatory Commission (CBRC) instated a new set of regulations in 2013 to
comply with Basel III. The sample covers the years 2013-2015 for several reasons, including
the interest in studying a recent period where the market becomes more mature to apply risk
regulations which have been implemented in the Chinese market. Additionally, it allows us to
observe any potential impact for the most recent financial crisis in the Chinese market in 2014.
This is particularly important as it has been stated (Carpenter ef al., 2015) that after a rocky
first decade from 1990 to 2000, China’s stock market earned a reputation as a casino
manipulated by speculators and insiders.

This paper contributes to the existing literature in several ways. Firstly, it draws on
previous studies (Elshandidy e @/, 2013; Miihkinen, 2012) to identify the influence of firm
characteristics on risk disclosure quality in China and how risk disclosure may influence
market liquidity of an emerging market. This will be of interest to investors, since there has
been no significant previous research of the quality of risk disclosure practices in China. The
time period of three years will be helpful in trying to identify any patterns of behaviour in the
year before the crisis, in the one during and in the one after the crisis. The importance of this
paper is its provision of evidence on several reporting incentives concerning not only firms’
quantity, but also firms’ quality of risk reporting. This will function as a set of guidelines for
investors’ decision making, and may also support activism for reforms and the enhancement

of regulations in China in order to make the market more efficient.



Section 2 sets out the background to Chinese market regulation. Section 3 reviews the
previous literature and develops our hypotheses. In Section 4, we introduce our methodology
and describe our findings. Section 5 discusses the empirical findings and illustrates further
analysis and Section 6 draws conclusions, discusses the limitations of the work, and suggests

areas for future research.

2. Background and regulation of the Chinese market
2.1 Background

In June 2015, the Shanghai stock market faced a crisis that caused a reassessment of a market
which, in the previous 12 months, had registered a 150 percent increase in stock value, but
this rise was not accompanied by a similar growth in earnings. Shenzhen, the other Chinese
stock market, experienced a strong reduction in value. Furthermore, the Chinese financial
market is valued at only around 40 percent of GDP, while in highly developed economies this
ratio exceeds 100 percent. At the end of December 2015, the total market capitalisation of
companies listed on the Shanghai Stock Exchange and the Shenzhen Stock Exchange
amounted to RMB 53.1 trillion, ranking second in the world to the United States.

Even with this rise, Shanghai’s market index has been faced with poor performances
since 2012 compared with other stock indexes (UK stocks moved up by 5.8 percent for
instance). This behaviour is mostly due to the specific characteristics of the Chinese stock
market that is still underdeveloped (Luo e# 4/, 2009). The government made use of it as a
fundraising tool for funding state-owned companies with a high percentage of listed
companies that resulted in being state controlled. Furthermore, China’s stock market
developed under a repressed financial market. Finally, China’s stock market grew in a weak
legal environment that did not provide much protection to shareholders.

Although La Porta et al. (2008) identify China’s legal system as originating from
German civil law, a particular characteristic of China’s legal tradition is that the judicial system
is not independent of the government’s administrative system (Chen, 2003). Furthermore,
private property rights were formulated by China’s legislative system for the first time in
March 2004 at the second session of the Tenth National People’s Congress Meeting. However,
there is as yet no clear definition or explanation of private property rights in the Chinese stock
market, and government violation of private property rights is not unusual (Sanders and Chen,

2005). Concentrated state ownership, unclear laws governing private property rights, and a



lack of judicial independence continue to characterise China’s market, protecting state
interests over the rights of individuals.

Additionally, given the stock segmentation, China’s stock market is not immediately
accessible for foreign investors (even though the picture has changed rapidly in the last years)
and this affects China’s stock market integration.! On the SSE, in fact two types of stock are
issued: A-shares and B-shares. A-shares are priced in the local RMB currency, while B-shares
are quoted in US dollars. Trading in A-shares is initially restricted to domestic investors, while
B-shares are available to both domestic and (with restrictions) foreign investors. From 2002,
China permitted foreign institutional investors to purchase bonds or stocks listed in the
Chinese A-share market and this constitutes the main factor that makes A-shares the most
important segment in China’s stock market, especially compared with B-shares that from the

beginning were ideated to attract limited foreign investment.

2.2 Regulations

As stated above, the most important anomaly in the Chinese stock market is the government’s
restrictions, which create a lot of issues for the transparency and equality conditions for the
stakeholders. In the last two decades, SSE and SZSE have obtained important improvements
for the development rates and the reform process of the stock markets that developed the
running of capital markets, created market-based mechanisms and created the conditions for
the listing of new companies. The legislator had to work on various reforms including
regulation of corporate ownership and the creation of the conditions for an effective
corporate governance system.

In order to manage conflicts between the government and other shareholders, in
January 2001, the CSRC issued a Code of Corporate Governance of Listed Firms, revised in
October 2005. The Code aims to safeguard minority shareholders’ interests by ensuring that
controlling shareholders do not take decisions detrimental to other shareholders’ legal rights
and interests. In addition, the Code underlines the relevance of timeliness and accuracy of
corporate information disclosures. It recommends that listed firms should not just disclose
compulsory information mandated by regulations, but should provide other information that

may be useful to shareholders’ and stakeholders’ decision-making processes.

1 Malkiel (2007) affirms that “one of the most distinctive features of China’s stock market it is an alphabet soup
of different kinds of Chinese shares”.



The PBC (People’s Bank of China) then issued General Provisions on the Regulation
of Financial Institutions, which was the first comprehensive law on the regulation of financial
institutions in China. In order to improve transparency, in 2002, the PBC issued Provisional
Rules on Commercial Banks’ Information. These rules recommend detailed items in
disclosing banks’ financial risk management and corporate governance reports within their
annual reports.

Effective from 2005, the CBRC published the Guidance on Market Risk Management
of Commercial Banks. This guidance explains the responsibilities of board members and
management for control of market risk, and prescribes the set-up of market risk management
departments, control policies and procedures. Since International Financial Reporting
Standards (IFRS) were prescribed for listed Chinese companies in 2007, the CBRC has
required the use of the new standards. In 2007, it issued Rules on Commercial Banks’
Information Disclosure, which establish obligations regarding the content and form of
detailed published information that commercial banks must disclose regarding their financial
position, risks and risk management system, and corporate governance.

In 2009, China restructured the management and supervision of stock markets (Rules
on Supervision over Securities Companies, the Rules on Risk Disposal of Securities
Companies and The Rules of Contents and Format of Information Disclosure by Companies
Offering Securities, to mention some of the main ones), and CBRC released Guidance on the
Management of Liquidity Risk of Commercial Banks. This document illustrates the principles,
management responsibilities, requirement for structures and methods of liquidity risk
management.

Chinese regulators have closely followed the development of the Basel Accords and
have shown a strong will to integrate international regulatory rules into Chinese regulatory
practices, with adaptation to market features. In 2008, the CBRC finalised the Basel II
implementation in China through the publication of five sets of guidance: Guidance on the
Classification of Credit Risk Exposure in Commercial Banks’ Banking Book, Guidance on the
Supervision of Internal Rating-Based Credit Risk Calculation of Commercial Banks, Guidance
on the Risk Capital Calculation of Specialized Lending of Commercial Banks, Guidance on
the Credit Risk Minimization in Risk Capital Calculation of Commercial Banks and Guidance
on Risk Capital Calculation of Operational Risk of Commercial Banks. In 2010, the CBRC
released the Implementation of Four New Supervisory Instruments (Draft Discussion) to
merge Basel III’s new tools of capital adequacy, anti-cyclical capital charge, liquidity and bank

regulation into the Chinese regulatory framework.



These requirements aim to address the shortcomings exposed over the course of the
financial crisis. The new regulatory guidelines have higher capital requirements, including a 4
percent leverage ratio, stricter loan-loss provision rules and better liquidity rules (LLee and Chih,
2013). The CBRC seeks to optimise the methods used by banks to calculate risk assets, and
to widen the range of risks covered by regulatory capital (Sekine, 2011). It requires banks to
retain a loan provision ratio of at least 2.5 percent. Banks must also provide a minimum of
150 percent coverage ratio, which may lead to a decrease in profitability and an increase in
capital pressure. Under the new rules, the liquidity ratio is set at a minimum of 100 percent
(Lee and Chih, 2013).

In 2012, the CBRC issued the “Capital Rules for Commercial Banks” and released
additional regulatory schemes and guidelines to promote the implementation of the capital
methods and the alignments with market driven systems. China’s Basel III provisions seek to
address weaknesses in micro-level supervision. They also aim to stabilise the financial system
for future economic growth by introducing a macro-prudential overlay to the regulatory
framework. In 2013, China adopted reforms regarding corporate disclosure rules which have
modified the landscape considerably, and in December 2015 the China Securities Regulatory
Commission (CSRC) rolled out a series of money market funds provisions to strike a balance
between the need for innovation and risk minimisation in the capital markets, with the main

aims being to improve disclosure and transparency.

3. Literature review and research hypotheses

3.1 Literature review

As an emerging economy, China’s capital market is not as efficient as capital markets in
developed countries, nor is its regulatory environment as mature as those in developed
countries. Previous studies have found that both individual and institutional investors in China
are less experienced and more restricted than their counterparts in developed countries, such
as the US (Bailey e/ a/., 2009; Deng and Xu, 2011).

China’s stock markets suffer from serious information asymmetry problems, high
governance-related agency costs, particularly for state-owned companies (Gul ¢z a/. 2010), and
weak-form efficiency concerns (Lee e al, 2001). This may influence investors’ decision
making based on their understanding of financial reports, and may also affect firms’
disclosures of risk information. As a result of the structural situation of the market, firms may

not be willing to disclose private information to the market (Linsley and Shrives, 2006). From



the market perspective, however, investors always require more information. This creates
conflicting demands for risk information. High-quality disclosure of financial data provides
valuable information to investors (Healy and Palepu, 2001). According to a study by Mithkinen
(2012), in the presence of detailed risk disclosure standards and guidelines, firms disclose more
qualitative risk information and action plans relating to economic impacts, which improves
the quality of firms’ overall risk reviews.

Previous studies have also confirmed that firm characteristics are related to corporate
risk disclosure. Elshandidy ez 2/ (2013) test the relationship between risk disclosures and firm
characteristics. Their results confirm that profitable firms are more likely to reveal
comprehensive and specific risk information to investors, which decreases information
asymmetry and gives investors the opportunity to make accurate pricing decisions. Elshandidy
et al. (2013) also reveal that larger firms are more likely to exhibit higher levels of aggregated
risk disclosures. Deumes and Knechel (2008) confirm that a firm’s financial leverage is
positively associated with the content of its risk disclosure. In testing firm risk against risk
information disclosed, Linsley and Shrives (2005) suggest that the provision of forward-
looking risk information will be especially valuable to investors. Their work confirms that
there is a significant relationship between a firm’s reputation for high risk and its disclosure
of high-quality risk information.

Elshandidy ez a/. (2013) find that risk disclosure is associated positively with systematic
and financing risks and risk-adjusted returns, confirming managers’ incentive (agency and
signalling) theories suggesting that managers are motivated to provide higher (Ball ¢ 4/, 2003;
Ball and Shivakumar, 2005; Leuz et al., 2003) levels of information to reduce information
asymmetry, so affecting both quality and quantity levels of disclosure. In terms of risk
disclosure, Abraham and Cox (2007) suggest as well that managers could be motivated in
providing additional risk disclosure to reduce information asymmetry.

Jorgensen and Kirschenheiter (2003) find that firms with valid risk disclosures have
lower risk premiums. When risk disclosures are made voluntarily, as opposed to being
mandatory, risk premiums also tend to be lower. In addition, improved information disclosure
increases market liquidity because investors are less likely to feel uninformed and artificially
raise prices (Elshandidy and Neri, 2015). Miihkinen (2012) confirms that detailed and
regulated disclosure standards improve firms’ risk disclosure quality under IFRS. Information
asymmetry is a long-standing concern to both investors and regulators. The results of a
research by Verrecchia ez a/. (2001) show that, in imperfectly competitive markets, the degree

of information asymmetry is related to market illiquidity and cost of capital. Consequently,



Campbell ¢f a/. (2014) conclude that, when the bid-ask price is used as a proxy for market
liquidity, the risk factor is positively related to a reduction in information asymmetry. Other
studies reveal that there are significant correlations between trading volume and investors’

uncertainty and diversity of opinion (Bamber and Cheon, 1995; Barron, 1995).

3.2 Research hypotheses: Main determinants of risk disclosure quality

3.2.1 Firm size

Many studies have evaluated firm size in relation to disclosure. It is considered to be one of
the most important indicators of disclosure levels (Abraham and Cox, 2007). According to
agency theory, larger firms tend to incur lower disclosure costs than smaller firms. Zadeh and
Eskandari (2012) confirm the importance of firm size for the level of disclosure in annual
reports. On the basis of past studies, the association between the two variables may be either
negative or positive. Kou and Hussain (2007) find a negative relationship between firm size
and disclosures, whereas Linsley and Shrives’ (2006) work supports a positive relationship
between the two. Other studies have also found that firm size is considerably and positively
associated with disclosure levels (Chavent ez a/., 2006; Hassan ez al., 2011).

According to signalling theory, non-disclosure may project an image of attempting to
hide bad news. For this reason, larger listed firms benefit from disclosing more information,
as this protects their reputation (McKinnon and Dalimunthe, 1993). Risk reporting literature
highlights no significant impact of firm size on the quantity and/or quality of risk disclosure
(Beretta and Bozzolan, 2004), on negative relation (Campbell ¢z a/., 2014) or positive influence
on aggregated disclosure (Linsley and Shrives, 2006; Abraham and Cox, 2007). In a study of
559 Chinese firms in 2002, Huafang and Jianguo (2007) find that larger firms show greater
disclosure, while Li 7 a/’s (2008) study of all Chinese listed firms with A-shares in the China
Stock Market and Accounting Research (CSMAR) database finds a positive relationship

between size and disclosure. Therefore, the first hypothesis is:

Hypothesis 1: Larger Chinese firms in the financial sector tend to disclose more and

higher-quality risk disclosure information to the market.

3.2.2 Risk

Based on signalling theory, managers’ disclosure of more risk-related information reduces
investor uncertainty. It may decrease the firm’s perceived risk because an open disclosure
strategy should result in a better assessment of the firm’s future performance (Jorgensen and

Kirscenheiter, 2003). Furthermore, agency and signalling theories indicate that managers of



high-risk firms have more incentives to increase disclosure of voluntary risk information
(Abraham and Cox, 2007). Firms also benefit from this practice because it helps to avoid
unnecessary losses, especially for high-risk firms. According to Elshandidy and Neri (2015),
firms with higher risks usually disclose more information in order to avoid misunderstandings
by investors. This finding is consistent with studies by Elshandidy e @/ (2013) and Deumes
(2008), who affirm that markets may misinterpret firms’ conditions due to high risks. Lam and
Du’s (2004) analysis of the Chinese market provides evidence that disclosure may be
associated with lower variance in risk-adjusted returns and risk, while Firth ez 2/ (2007) find a
positive relationship between risk profile and the level of earnings disclosure in the Chinese
market. Finally, investors also require high-risk firms to present their methods for evaluation
of risk drivers in order to gain deeper insights before making decisions. Given the above

considerations, we formulate the following hypothesis:

Hypothesis 2: Chinese financial firms with higher risks are more likely to provide

high-quality risk disclosures.

3.2.3 Capital structure

The capital structure of a firm indicates the financial risk it faces and how it manages its
financial resources in business operations. According to signalling theory, managers in firms
heavily financed by debt tend to disclose more information to satisfy the needs of creditors
(Jensen and Meckling, 1976). Considering the agency theory perspective, creditors of high
leveraged companies should have high incentives to recommend management to disclose
more information (Amran e# al., 2009). Managers even tend to signal their appropriate control
of higher risk to investors. This is supported by Elshandidy e 4/ (2013), who find a positive
relationship between risk level and risk disclosure. They also confirm that risky firms are likely
to disclose more information than less risky firms in order to avoid market misinterpretations.
However, some previous studies of the possible association between the level of risk and the
amount of risk disclosure have discovered an insignificant association (Linsley and Shrives,
2006; Abraham and Cox, 2007). In the Chinese context, previous studies (Ferguson ez al., 2002;
Xiao et al., 2008) have highlighted a positive relationship between the leverage and disclosures

of Chinese listed companies. This knowledge leads us to formulate the following hypothesis:

Hypothesis 3: The capital structure of Chinese financial firms is positively associated

with risk disclosure quality.
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3.2.4 Growth

High-growth firms are likely to have greater information asymmetry and higher agency costs
(Gaver and Gaver, 1993). Gul and Leung (2004) and Lim e a/. (2007) claim that companies
with a high growth potential need to disclose more information to the market to signal that
the stock is not overvalued. Considering risk disclosure, Elshandidy ez a/. (2013) hypothesise
this positive relationship but their findings do not confirm this expectation. To measure the
growth factor, we use the book-to-market ratio (BTM) that represents a measure of a firm’s
opportunities for growth (Gebhardt ez a/, 2001). A high BTM equity indicates a high-risk
premium and weak future growth due to greater risk distress (Griffin and Lemmon, 2002).
Investors prefer firms with a high market value in relation to the book value of their equity.
A high BTM ratio indicates high potential growth for the firm. Campbell ¢z 2/’s (2014) study
of BTM value suggests that BTM and future growth have a direct positive or negative impact
on a firm’s stock return. Cheng and Courtenay (2006) find evidence of a positive relationship
between BTM ratio and risk disclosure, while Liu (2015) shows a negative relationship
between BTM and forward-looking information in the Chinese market context. This

knowledge leads us to formulate the following hypothesis:

Hypothesis 4: There is no association between book-to-market ratio and quality of

risk disclosure for Chinese financial firms.

3.2.5 Market liquidity and quality of risk disclosure

The market-efficiency coefficient (MEC) expresses a market’s price fluidity. Markets with high
liquidity are more equipped to support changes in price (Welker, 1995). Therefore, a price-
based measurement is used in this paper to determine market liquidity. The higher levels of
disclosure should decrease information asymmetry between current and prospective
shareholders, and so disclosure could increase the liquidity of a security (Easley and O’Hara,
2004).

Lang and Lundholm (1993) find that performance variability affects disclosure levels
negatively, recognising in this way an association between the volatility of market returns and
general disclosure levels. Alexander (1996) claims that companies with more volatile earnings
will probably furnish greater disclosure in their annual reports. Ascioglu e a/. (2005) instead
illustrate indirect impact between disclosure quality and market liquidity, analysing the
relationship between market liquidity and audit compensation.

Furthermore, investors and analysts could include risk information in their price
choice and recommendations and increase market liquidity working on information

asymmetry (Campbell ef a/, 2014). In the American market, Linsmeier e o/ (2002) find a

11



decline in trading volume sensitivity associated with the requirements provided by FRR No.
48 in terms of market risk disclosures to be provided to investors. Elshandidy and Neri (2015)
find that risk disclosure practices (mandatory and voluntary) provided by UK firms
significantly and negatively influence the bid-ask spread, suggesting that this information
reduces information asymmetry between market participants and improves market liquidity.
They find that just voluntary, rather mandatory, risk disclosure provided by Italian firms
improves the market liquidity by reducing information asymmetry.

Under the requirement of Chinese Generally Accepted Accounting Principles (PRC
GAAP), audited annual reports of listed firms in China must be available to public users by
30 April, four months after the end of the fiscal year. Consistent with Miihkinen (2013) and
Elshandidy and Neri (2015), this paper calculates the average of the relative spreads over a
three-month period, from the beginning of May to the end of July. In order to arrive at a
three-month mean of relative spreads, economists typically calculate the difference between
the daily ask and bid prices. This is then divided by the average of the daily ask and bid prices.
No significant research has shown that this finding is also true in the Chinese market. This

knowledge leads us to formulate the following hypothesis:

Hypothesis 5: There is no association between market liquidity and risk disclosure

quality for Chinese financial firms.

4. Sample and methodology

4.1 Sample selection and data collection
Our sample was based on financial firms listed in the A-shares market of the SSE for the fiscal
years 2013, 2014 and 2015. Based on a list generated by Thomson One Banker, 102 financial
firms were listed in the SSE up to 2015. For this paper, the SSE market was chosen rather
than the SZSE because it is the most important market, has the greatest market capitalisation
and encompasses the most important Chinese financial institutions, including most of China’s
major banks. Therefore, the sample featured 102 financial firms listed on the SSE during the
research period. These firms publish their annual reports according to PRC GAAP. Two
organisations were omitted because they were not listed during the period of observation, so
the final sample comprised 100 firms. All included organisations have a fiscal year end of 31
December, and measurement of market liquidity and observations were pooled for the whole
period.

Annual reports for the above firms were collected from Thomson One Banker and

from companies’ websites. Data collection for risk disclosure quality focused on annual
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reports, since these are the primary source of information for investors (Mithkinen, 2013).
Corporate governance data were collected from Orbis and manually from annual reports,
while financial data for each firm, such as share price, market value and leverage, were

collected from DataStream.

4.2 Identification of variables: indicators of risk disclosure quality

In measuring the quality of risk disclosure and consistent with Miihkinen (2012), four
measurement indicators are considered in this paper: quantity of disclosures, coverage of
disclosures, and the semantic properties of depth and outlook. More detailed examples are

included in Appendix 1.

4.2.1 Risk disclosure quantity

Within the hundreds of pages included in annual reports, users may find it too difficult to
locate specific risk-related information. This is because the limited amount of relevant
information is diluted within a thick annual report covering a broad range of other data. This
paper uses the number of sentences concerning risk disclosure that appear in the annual report

as a proxy for risk disclosure quantity. Thus, it is measured as:
QUANTITY; = In (total number of sentences containing risk disclosure)

4.2.2 Risk disclosure coverage

In order to improve portfolio investment decisions, investors prefer companies to disclose a
certain level of risk information in their annual reports (Solomon e al., 2000). The topics
identified are financial risks, damage risks and risk management (Linsley and Shrives, 2000).
Therefore, it is vital to measure the coverage of risk information contained in these reports.
As suggested by Miihkinen (2012), this paper uses the Herfindahl index to identify the

concentration of risk topics in corporate disclosures.

COVERAGE;= [(1/H)/Number of main risk topics]

where H = Y. P? measures the concentration of risk topics, and P, represents the proportion
of risk disclosure sentences on topic 7z In order to increase the Herfindahl index value so that

it displays more comprehensive coverage information, this paper uses the inverse of H.

4.2.3 Risk disclosure depth

The semantic properties of information disclosed in corporate communications include depth
and outlook profile. Depth concerns the content of disclosed risk information which predicts
the economic impact on future performance. Disclosure depth gives users a better

understanding of firms. The empirical indicators are as follows:
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kj
DEPTH _ QUALITATIVEi = In Z qualitative j
j=1
where kjis the number of risk information sentences in the annual report, and qualitative;

equals 1 if the risk information sentence / in the annual report of firm 7 contains qualitative

information about expected future performance, and otherwise 0.
kj
DEPTH _ QUANTITATIVEi = In Z quantitative j
j=1
where kjequals the total number of sentences containing risk-related information in the annual

report, and quantitativej equals 1 if the risk information sentence /in the annual report of firm

7 contains quantitative information about expected future performance, and otherwise 0.

4.2.4 Outlook profile
As one of the semantic properties of risk disclosure, outlook profile expresses how firms
disclose their planned approach to risk (Beretta and Bozzolan, 2004). Risk disclosures explain
the existence of risks, the future expectations of the firm and the risk management approach
adopted by the firm. The empirical indicators are as follows:

kj

OUTLOOK _ PROFILEi = In Z acpj

j=1
where kjequals the number of sentences referring to risk in the annual report, and acp;j equals
1 if the risk information sentence ; in the annual report of firm 7 contains information about

the risk management approach, and otherwise 0.

4.2.5 Composite quality of risk disclosure
Based on the factor analysis method, composite quality of risk disclosure is used to examine
relationships between multiple variables by combining data into a smaller set. This measure is

used to summarise the five previously-mentioned individual quality indicators as follows:
QUALITY = the score of the principal component with the highest eigenvalue

Content analysis is used in this paper to measure the quality of risk disclosure. In
quantitative research, content analysis locates predefined terms or phrases in texts and draws
conclusions based on their presence. For example, some researchers use sentences or lines as
the unit of analysis (Beattie ¢f a/, 2004). There are two different methods of content analysis:
automated and manual. Researchers may select either method according to its usefulness to

their particular study. For instance, Elshandidy ez 2/ (2013) adopt an automated method,
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whereas Linsley and Shrives (2006) and Abraham and Cox (2007) opt for manual content
analysis. This paper uses the manual content analysis method, also applied in Elshandidy ez a/.
(2013). Many recent reviews (Miihkinen, 2012) have emphasised that the dimensions selected
to measure risk disclosure quality are crucial. Analysis is useless unless the primary variables
are measured with a sufficient degree of accuracy. Thus, the manual content analysis method
is preferred in this paper due to its precision (Hassan and Marston, 2010).

Nevertheless, content analysis suffers from limitations. In this paper, two main
weaknesses are identified. Firstly, there is inherent subjectivity in determining the coding
scheme. The manual content analysis developed in this paper ensures a high level of reliability.
Secondly, labour-intensive analysis of data has a limited capability. For this reason, only a small
number of companies are investigated. The potential gains from this micro-level analysis are
expected to outweigh the above limitations.

Manual content analysis is subject to individually tailored procedures. The results
reported have the potential to be artificially inflated (Krippendorff, 1980) and affected by
subjectivity. This inevitable subjectivity is its main weakness, as discussed by researchers such
as Linsley and Shrives (2006) and Abraham and Cox (2007). In order to avoid this weakness,
there are two ways to test the reliability and validity of risk disclosure quality scores. One
method is to select an independent second coder to perform manual content analysis in order
to test the level of agreement between raters. The second rater selects 15 samples randomly
from the sample list and examines the extent to which the risk-related sentences in the annual
report narratives are captured in the final word list. The results from the second rater are then
compared with the original results to test reliability and validity. This method confirms that
the manual content analysis used in this paper is successful because the similarity between the
two results is above 80 percent. The second method of testing reliability uses Cronbach’s
Alpha to measure how well a dataset captures an underlying construct (Elshandidy e 2/, 2013).
If the result approaches 1, this means that the coding is reliable. If the result is closer to 0,
there is no agreement other than what would be expected by chance. The Cronbach’s Alpha
is 94 percent for the risk disclosure quality scores in this paper. Therefore, it can be concluded
that the risk disclosure score computed using manual content analysis is internally consistent

and acceptable.

4.2.6 Firm characteristics
Firm size is measured as the log of total assets, and risk is measured using the beta. The beta
is a covariance figure which expresses a firm’s market return compared with a 23- to 25-month

market index. Capital structure is measured as the log of leverage, which is the ratio of total
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debt to total equity, and growth is measured as the ratio of the book value of equity divided

by its market value.

4.2.7 Corporate governance
Five corporate governance variables are used in this paper as control variables: board size,
board independence, CEO duality, state ownership and audit quality.

Regarding board size, measured as the total number of directors on the board at the
fiscal year end, some work (i.e. Elshandidy and Neri, 2015) recommends that larger boards
could be more likely to decrease actual agency costs by aligning different possible conflicts of
interest, but previous literature also indicates that a larger board size results in less effective
communication (Gul and Leung, 2004). However, some researchers disagree. A study by
Cheng and Courtenay (2006) shows that there is no significant relationship between board
size and risk disclosure. In the Chinese context, Firth ez a/. (2007) find that a greater board size
corresponds to a greater level of earnings disclosure information.

Board independence, calculated as the ratio of the total number of independent non-
executive directors (NEDs) to the total number of directors, has also been highlighted by
previous research (i.e. Gul and Leung, 2004) as a potentially significant variable. Agency theory
argues that independent directors are likely to mitigate agency conflicts between managers and
shareholders, given that they have no linkages with the representative shareholders and should
be beneficial for matching companies” targets. Peng (2004) analysed a sample of China’s
largest public companies and found that increasing the percentage of independent directors
led to higher sales growth, attributing this result to the role these directors play in securing
resources for the firm as part of Chinese business networks. According to contract theory,
NEDs may stimulate the disclosure of risk information and reduce information asymmetry
(Abraham and Cox, 2007). Moreover, Cheng and Courtenay (2006) find a significant and
positive relationship between the number of NEDs and the level of risk disclosure. In the
Chinese context, Huafang and Jianguo (2007) find that the level of disclosure increases with
a greater percentage of independent directors on the board.

Another measure of corporate governance is provided by chief executive officer
(CEO) duality, a dummy variable counted as 1 if the CEO and chairman are the same person,
and 0 otherwise. According to agency theory, the positions of CEO and chairman should be
separate, which should decrease agency costs and improve corporate governance performance
(Elshandidy and Neri, 2015). Since one of the responsibilities of the chairman of the board is
to monitor the performance of the CEO, a conflict of interests exists if an individual holds

both positions. This may negatively affect the interests of shareholders, and the board may
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not be sufficiently balanced. The findings of previous studies highlight either a negative impact
of CEO duality on the level of disclosure (Huafang and Jianguo, 2007), or they are mixed:
Elshandidy ez /. (2013), for instance, find a non-significant association between role duality
and risk disclosure.

We take into consideration state ownership, measured as 1 if the company is ultimately
owned by the state and 0 otherwise. In fact, even if an increasing number of public companies
are owned by non-government entities, many companies on the Shenzhen Stock Exchange
are partially or ultimately owned by the central or local governments. State-owned firms tend
to be perceived as suffering from more severe information asymmetry, agency problems and
adverse selection costs. Wang e a/. (2008) indeed find the level of disclosure to be positively
related to the proportion of state ownership. In contrast, Ferguson ez a/. (2002) dispute that
because red-chip firms face a more uncertain situation and stronger competition costs on the
Hong Kong Stock Exchange, they provide less information than H-share firms. The higher
the proportion of state ownership, the more severe the agency problem and the more
voluntary disclosure there is to alleviate that problem and lower the cost of capital. Lan ef a/.
(2013) find that the disclosure level initially decreases with state ownership, but after a certain
point, it increases with an increase in state ownership.

We also control for firm audit quality, measured as 1 if the audit firm is one of the Big
Four and 0 otherwise. In fact, according to agency theory, firms may use voluntary disclosure
to reduce agency costs, and the use of external audit firms may boost this effect (Barako ez a/,
2000). Financial reports audited by highly-reputable external audit firms increase the
confidence of investors (Elshandidy and Neri, 2015). From an empirical perspective, investors
require a high-quality audit if firms have high risk. This is because audited reports increase the
accountability of managers (Datar ez a/, 1991). According to Camfferman and Cooke (2002),
there is a positive relationship between audit quality and risk disclosures. This indication has
also been confirmed in the Chinese context: Wang ef a/. (2008) illustrate that the use of large

auditors is clearly related to increased levels of disclosure.

4.2.8 Market liquidity
Share price volatility and trading volume are used to test market liquidity. The standard
deviation of daily stock prices is used to indicate share price volatility. In order to arrive at a
figure for trading volume, the daily trading volume is divided by the number of outstanding
shares.

Panel A of Table I provides descriptive statistics for the continuous variables

mentioned in Section 3. These include risk disclosure, market indicators, firm characteristics
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and corporate governance. This paper winsorises the variables at the first and 99th percentiles.
Table I gives the number of observations, the mean, standard deviation, lower quartile, median
and upper quartile. The three dummy variables are CEO duality, audit quality and state
ownership. Panel B displays their frequencies.

The mean and median statistics for QAN and DQAL are quite close in value. This
shows that the two variables are symmetrically distributed.

[Insert Table I]

4.3 Empirical model development

This paper measures the impact of firm characteristics on risk disclosure quality and the
influence of risk disclosure quality on market liquidity through the use of ordinary least squares
(OLS) regression, as suggested by Elshandidy and Neri (2015). This is measured by analysing

narratives in annual reports. Thus, the estimation model is represented as:

Equation 1: (QAL) it = ﬁ(} + @FZ at ,BZRS it +ﬂ3CS it +/54BTM1'; +ﬁ5BSzt +/56BL': +ﬁ7CDz;+ XAQil
+ BST,+ €l

where (QAL) iis the score of the principal component with the highest eigenvalue for the five
main risk disclosure indicators (quantity, depth_qualitative, depth_quantitative,
outlook_profile and coverage) of firm 7 at time #

The variables in Equation 1 include firm size (FZ), risk (RS), capital structure (CS) and
growth (BTM). The control variables were selected based on previous studies (Elshandidy ez
al., 2013). This paper uses board size (BS), board independence (BI), CEO duality (CD), audit
quality (AQ) and state ownership (ST) as control variables.

Equation 2: (ML) il = ﬂ()"‘ ,31QAL at ﬁzRS it +/53CS it +,34BTM1': +/55SPV1'; +ﬂﬁTVz; +ﬂ7BSz't
+BsBL; +BsCD +10AQi+1,STi+ €l

where (ML) i+/1s the three-month average of relative spreads from the beginning of May to
the end of July for firm 7.

Equation 2 tests market liquidity through analysis of share price volatility (SPV) and
trading value (TV). In this equation, firm characteristic variables (RS, CS and BTM) and
corporate governance variables (BS, BI, CD, AQ and ST) are used as control variables.

Appendix 2 explains the definitions of these variables, their sources and their codes.
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5. Empirical results

5.1 Correlation analysis

Table II shows the results of the Pearson correlation coefficient and significant values for all
continuous variables. The correlation relationship and multicollinearity problems between all
continuous variables are tested. The correlation coefficient indicates a significant relationship
between risk disclosure quantity and quality scores. This suggests that firms with higher-
quality risk disclosures also release more comprehensive risk information.

Consistent with Miihkinen (2012), the positive correlation between quality and
quantity of risk disclosure reveals that quantity is a good proxy for quality in assessing narrative
disclosures in annual reports. There is a negative correlation between QAL and COV, and a
high positive correlation between QAL and the other four quality indicators. This result is
consistent with factor analysis, which shows that, excluding COV, all quality indicators have
a high positive factor loading.” For matket liquidity, the cotrelation coefficient for risk
disclosure quality and quantity is very low. This indicates that there is no significant effect of
market liquidity on the quality or quantity of risk disclosure.

Firm size (FS) and board size (BS) are significantly correlated with both risk disclosure
quantity and quality scores, and the coefficients show a positive relationship. Also, risk profile
(RS) and capital structure (CS) highlight some relationships but not at a high level, indicating
that these factors are probably not the main ones that should be taken into consideration for
the present analysis.

In terms of market indicators, market liquidity (ML) shows no significant relationship,
while trading volume (TV) and share price volatility (SPV) provide significant results even if
the relationships with the other variables are not very pronounced.

The remaining variables show no significant correlation, indicating that probably at
this stage of the evolution of the Chinese market, the governance factors are not the main
ones to be considered when discussing risk reporting disclosure. Furthermore, recent
disclosure reforms, liberalisation and opening to foreign investors are ongoing issues that will
produce more effective results in the years to come.

[Insert Table II]

2 The factor loadings of QUANTITY, COVERAGE, DEPTH_QUANTITATIVE, DEPTH_QUALITATIVE,
and OUTLOOK_PROFILE are 0.983, -0.111, 0.853, 0.979 and 0.616, respectively. The first factor accounts for
76.7 percent of the total variance in the quality indicator of risk disclosure.
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5.2 Empirical results

This section presents the OLS regression results for all variables discussed in the previous
sections. Tables III and IV display the regression results based on the dependent variables of
risk disclosure quality and its five quality dimensions. Table V shows the regression results
based on the dependent variable of market liquidity. Tables III and IV present the empirical
results for the risk disclosure score compared with the hypotheses. Excluding COV, firm size
is significantly and positively associated with all other dimensions of risk disclosure quality
and quantity. Furthermore, the positive coefficient sign indicates that firm size has a positive
relationship with both risk disclosure quantity and overall quality. This is consistent with the
assumptions of this paper according to signalling theory. It also concurs with prior empirical
evidence (Linsley and Shrives, 20006).

The findings show that high-risk firms do not provide more risk information: DQAN
firm risk is significantly associated with quantitative information contained in risk disclosures
at the one percent significance level, while for COV there is a positive association at the ten
percent level. According to signalling theory, high-risk firms are more likely to disclose more
risk information in order to avoid market misinterpretation. Previous research has found a
positive relationship between firm risk and risk disclosures (Elshandidy and Neri, 2015).
However, the results of this paper do not support prior findings concerning the financial firms
listed in the Shanghai A-shares market.

Capital structure is significantly and negatively related to risk disclosure quantity and
quality. A possible reason for this is that high-leverage firms are at increased risk of bankruptcy,
and are therefore less willing to disclose information on a frequent basis. Managers in these
firms may tend to avoid transparency. The negative relationship derived from these results is
consistent with previous studies (Healy ez @/, 1999). Furthermore, capital structure is not
significantly associated with COV and OUL, implying that in the Chinese financial market
capital structure is not one of the primary indicators for financial listed companies’ disclosure
levels.

The BTM ratio is positively correlated with QAN and risk disclosure depth (both in
terms of quantity and quality). This result is consistent with Cheng e# a/. (2006), who state that
a high BTM ratio indicates a higher cost of equity, for which investors require more and
higher-quality risk-related information. This paper finds no evidence that the BTM ratio is
significantly associated with the risk disclosure quality indicators for financial firms listed in

the Shanghai A-shares market.
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With regard to the variables related to directors — board size (BS) and board
independence (BI) — we can notice different behaviours. The size of the board seems not to
affect risk disclosure quantity and quality while the coefficients of board independence are
negative in five of the six models in Table III and they show significant findings for most of
them. According to agency theory, the main duty of independent NEDs on the board is to
monitor the board’s activities. Although previous studies have found a positive relationship
between board independence and risk disclosure (Abraham and Cox, 2007), the findings of
this paper provide no evidence of this, confirming what is highlighted in the background
section in terms of governance mechanisms in the Chinese market. The coefficients of CEO
duality, Audit Quality and State Ownership are not significant in the period of analysis and
are also consistent with the period of transition that the Chinese economy and, consequently,
the financial companies operating there, are experiencing.

If we consider the aggregate level of disclosure — QAL — we continue to find evidence
of the patterns previously highlighted: a general positive interaction with size and book to
market, a moderate negative interaction with capital structure and a marked negative
interaction with the presence of board independent directors. These findings confirm that at
this stage of Chinese market development, companies’ characteristics and market indicators
can capture some of the risk disclosure configurations, while the corporate governance
indicators do not provide significant results or do not confirm previous studies (as with the
case of the number of independent directors in the board of directors).

[Insert Table III]
[Insert Table IV]

Table V, in Model 1 and Model 2, shows how quality and quantity of risk disclosure
affect market liquidity. Our results highlight a negative association between bid-ask spread
and risk disclosure quantity and quality, suggesting that this information is useful as investors
are likely to consider it while they making their price decisions. Our result is consistent with
the notion that the Chinese market is complying with new disclosure regulations. Observing
the significant impact for both QAL and QAN highlights that risk disclosure plays an
important role in reducing information asymmetry and arguably suggesting that quantity and
quality are complementary.

A significant and negative association has been found with the trading volume in the

time period considered. This may have been driven by trading activity on the market that
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shows an increasing pattern over the years and a consequent readjustment during and after

the financial crisis.

[Insert Table V]

5.3 Further analysis: Subsample analysis and robustness checks

Table VI and VII reports the results of the subsample analysis for each of the three years
considered in order to verify the behaviour in the cut-off year (2014), in the year before (2013)
and in the year after (2015). As for Table IV and V, we present the regression results based
on the dependent variables of risk disclosure quality and we checked how quality (Model 1)
and quantity (Model 2) of risk disclosure affect market liquidity.

We notice that QAL still shows a positive association with size, at the one percent
significance level in each year, and book to market, at the five percent significance level in
2013 and 2014 and at the one percent significance level in 2015, while a marked negative
interaction with the presence of board independent directors is confirmed only for year 2015.
Furthermore, in each year QAN illustrates a completely similar behaviour highlighting the
same interactions with size, book to market and board independence for the above mentioned
years.

The analysis provided on a yeatly basis seems to confirm the general picture of the
Chinese marker previously discussed. In the year 2013, the results suggest that the quantity
and the quality of risk information are significantly affecting the market liquidity, suggesting
that this information is likely to be informative and as a result the investors have responded
by incorporating such information in their decisions. For the years 2014 (during the crisis) and
2015 (post the crisis), we do not observe any significant impact for risk disclosure on market
liquidity, suggesting that risk information in these two years does not contain information
useful to the market. Our findings for those two years suggest that Chinese firms over the
period of crisis are likely to provide generic risk information. Collectively, our results indicate
that our conclusions discussed under Table V are attributed and driven by risk disclosures
made in the year 2013.

For the other control variables in the same table, in the year 2013 (before the crisis),
we find that SPV, TV and BZ are significantly and negatively related to ask-bid spread,
suggesting these factors are improving the market liquidity. For the year 2014 and the year
2015, our results suggest that SPV and AQ are the factors that are likely to significantly
influence the market liquidity in these two extreme years.

[Insert Table VI]
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[Insert Table VII]

We also ran additional tests to see if our results have been affected by endogeneity
and structural change (Table VIII and Table IX). We replicate our main analyses under Tables
III, IV and V by running fixed effects regressions. Arguably, these can be considered as a way
to address the endogeneity problem since they eliminate the influence of time-invariant
unobservable variables (e.g. Brown ez a/., 2011). The determinants of QAN and QAL (Table
VIII) risk disclosure under fixed effects models are broadly consistent with our general
conclusions under Tables III and I'V. Similarly, the conclusions of the impact of risk disclosure
practices on the market liquidity, based on the fixed effects models (Table IX), are consistent
with those drawn based on Table V, as previously discussed.

[Insert Table VIII]
[Insert Table IX]

6. Conclusion
This paper investigates how firm characteristics influence risk disclosure practices from the

perspective of quality. It also examines the impact of risk disclosures on market liquidity. The
sample consisted of financial firms listed in the Shanghai A-shares market, and a manual
content analysis methodology was adopted. We find that firm size has a positive and
significant association with risk disclosure quality. This finding is consistent with research by
Linsley and Shrives (2006), and with both signalling and agency theories regarding managerial
incentives, indicating that managers in larger firms tend to disclose more high-quality risk
information to reduce information asymmetry. Furthermore, the results confirm that even in
situations of political or financial instability (i.e. Marzouk, 2016) it is possible to find a
relationship between risk disclosure and size. In agreement with previous results (Abraham
and Cox, 2007; Linsley and Shrives, 2000), this paper finds no association between capital
structure and risk disclosure. Other firm characteristics (firm risk and BTM ratio) are not
significantly associated with risk disclosure quality, whereas previous studies have shown a
positive relationship (Cheng ez al., 2006; Elshandidy and Neri, 2015). We conclude that firm
risk and BTM ratio have no influence on the determination of risk disclosure. For financial
firms listed in the Shanghai A-shares market, firm size is the most significant influencing factor
in risk disclosure. As firm size increases, companies tend to disclose more higher-quality risk
information to satisfy market requirements.

Our paper confirms previous results in terms of risk disclosure orientation (i.e. Beretta
and Bozzolan, 2004), in fact the majority of risks disclosed by companies were found to have

past and present rather than future outlook orientation. In agreement with Elshandidy and
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Neri (2015), we find that risk disclosure practices have an impact on market liquidity, and
when we analyse each year we notice that the results are driven by year 2013, while later we
notice no or little significance for the emerging of the financial crisis. Our results suggest that
Chinese banks provided the market with less informative risk information during the recent
crisis of 2014 as managers of those banks despite complying with regulation and providing
risk information, the content of this information, however, did not provide incremental value
to the investors. The presence of endogenous variables may have affected the quality of the
results and we address this potential weakness in section 5.3 (Table VIII and IX) using models
with fixed effects to deal with this issue and the findings of the paper are still consistent.

This research has several implications for investors and regulators in China. For
investors, the findings provide insights into how firm characteristics affect managers’
propensity to reveal risk information. Investors may be able to rely on the significant factors
identified in order to form expectations and evaluate disclosed risk information more
comprehensively. For regulators in China, such as the CBRC and CSRC, these results draw
attention to the role of risk disclosure as a component of the capital market system. Firm size
is the only firm characteristic significantly associated with risk disclosure in annual reports.
The influence of disclosure on liquidity in 2013 could be an important stimulus for regulators
in increasing their efforts to improve reporting regulations.

Risk reporting mitigates information asymmetry between management and external
shareholders, and may have positive effects on stakeholders’ trust and confidence in a firm’s
management (Welker, 1995).

The accuracy of the manual content analysis methodology used in this paper may be
limited due to its subjectivity. Also, the sample for this model focused only on financial firms
in China. This means that the results are applicable and useful only within this range. The
Chinese economy is in transition, which makes it unique compared with economies of
developed counttries.

In order to overcome the limitations, automated content analysis might be considered
as an alternative to manual content analysis. The automated method would be able to capture
more firms over longer periods of time. The problems of subjectivity and labour-intensiveness
would also be solved through automation. Taking into account the trend for globalisation in
the Chinese economy, further research might also observe the impact of these variables on
risk disclosure across different nations.

In general, this paper confirms previous findings on the Chinese market (Ball ez a/,

2000; Zou and Adams, 2008) in which, given a decreasing but still strong state presence, there
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is higher stock volatility and weak corporate governance, but it will be important to study the
behaviour of financial companies listed on the Chinese stock market in the following years to

verify if the disclosure of risks will move to a more substantial level.

25



References

Abraham, S. and Cox, P. (2007), “Analysing the determinants of narrative risk information in
UK FTSE 100 annual reports”, The British Accounting Review, Vol. 39, No. 3, pp. 227-
248.

Abraham, S., Marston, C. and Jones, E. (2015), “Disclosure by Indian companies following
corporate governance reform”, Journal of Applied Acconnting Research, Vol. 16, No. 1, pp.
114-137.

ACCA (Association of Chartered Certified Accountants) (2012), “The rise of capital markets
in emerging and frontier economies”.

Alexander, C. (1996), “Evaluating the use of risk metricstm: as a risk measurement tool for
your operation: what are its advantages and limitations?”, Derivatives: Use Trading and
Regulation, Vol. 2, No. 3, pp. 277-285.

Amran, A., Bin, AM.R. and Hassan, B.C.H.M. (2009), “Risk reporting: an exploratory study
on risk management disclosure in Malaysian annual reports”, Managerial Auditing
Journal, Vol. 24, No. 1, pp. 39-57.

Ascioglu, A., Hegde, S.P. and McDermott, J.B. (2005), “Auditor compensation, disclosure
quality and market liquidity: Evidence from the stock market”, Journal of Accounting and
Public Policy, Vol. 24, No. 4, pp. 325-354.

Bailey, W., Cai, J., Cheung, Y. and Wang, F. (2009), “Stock returns, order imbalances, and
commonality: Evidence on individual, institutional, and proprietary investors in
China”, Journal of Banking and Finance, Vol. 33, No. 1, pp. 9-19.

Ball, R., Robin, A. andWu, J.S. (2000), “Accounting standards, the institutional environment
and issuer incentives: effect on timely loss recognition in China”, Asia-Pacific Jonrnal of
Accounting and Economics, Vol. 7, No. 2, pp. 71-96.

Ball, R., Robin, A. and Wu, J.S. (2003), “Incentives versus standards: Properties of accounting
income in four East Asian countries”, Journal of Accounting and Economics, Vol. 36, No.
1-3, pp. 235-270.

Ball, R. and Shivakumar, L. (2005), “Earnings quality in UK private firms: comparative loss
recognition timeliness”, Journal of Accounting and Economics, Vol. 39, No. 1, pp. 83-128.

Bamber, L. and Cheon, Y. (1995), “Differential price and volume reactions to accounting

earnings announcements”, The Accounting Review, Vol. 70, No. 3, pp. 417-441.

26



Barako, D., Hancock, P. and Izan, H. (2006), “Factors Influencing Voluntary Corporate
Disclosure by Kenyan Companies”, Corporate Governance: An International Review, Vol.
14, No. 2, pp. 107-125.

Barron, O. (1995), “Trading volume and belief revisions that differ among individual analysts”,
The Accounting Review, Vol. 70, No. 4, pp. 581-597.

Beattie, V., Mclnnes, B. and Fearnley, S. (2004), “A methodology for analysing and evaluating
narratives in annual reports: a comprehensive descriptive profile and metrics for
disclosure quality attributes”, Accounting Forum, Vol. 28, No. 3, pp. 205-236.

Beretta, S. and Bozzolan, S. (2004), “A framework for the analysis of firm risk
communication”, The International Journal of Accounting, Vol. 39, No. 3, pp. 265-288.

Beretta, S., and Bozzolan, S. (2008), “Quality versus quantity: the case of forward-looking
disclosure”, Journal of Accounting, Auditing & Finance, Vol. 23, No. 3, pp. 333-376.

Brown, P., Beekes, W. and Verhoeven, P. (2011). “Corporate governance, accounting and
finance: A review”, Accounting & finance, Vol. 51, No. 1, pp. 96-172.

Burgstahler, D.C., Hail, L. and Leuz, C. (2000), “The importance of reporting incentives:
Earnings management in European private and public firms”, Accounting Review, Vol.
81, No. 5, pp. 983-1016.

Camfferman, K. and Cooke, T. (2002), “An Analysis of Disclosure in the Annual Reports of
U.K. and Dutch Companies”, Journal of International Accounting Research, Vol. 1, No. 1,
pp- 3-30.

Campbell, J.L., Chen, H., Dhaliwal, D.S., Lu, H. and Steele, L.B. (2014), “The information
content of mandatory risk factor disclosures in corporate filings”, Review of Accounting
Studies, Vol. 19, No. 1, pp. 396-455.

Carpenter J.N., Lu, F., Whitelaw, R.F. (2015), “The Real Value of China’s Stock Market”,
working paper.

Chan, K., Fung, H. and Thapa, S. (2007), “China financial research: A review and synthesis”,
International Review of Economics & Finance, Vol. 16, No. 3, pp. 416-428.

Chavent, M., Ding, Y., Fu, L., Stolowy, H. and Wang, H. (20006), “Disclosure and determinants
studies: An extension using the Divisive Clustering Method (DIV)”, The European
Accounting Review, Vol. 15, No. 2, pp. 181-218.

Chen, Z. (2003), “Capital markets and legal development: The China case”, China Economic
Review, Vol. 14, No. 4, pp. 451-472.

27



Chen, S. and Wang, Y. (2004), “Evidence from China on the value relevance of operating
income vs. below-the-line items”, The International Journal of Accounting, Vol. 39, No. 4,
pp- 339-364.

Cheng, E.C.M. and Courtenay, S.M. (2006), “Board composition, regulatory regime and
voluntary disclosure”, The International Jonrnal of Accounting, Vol. 41, No. 3, pp. 262-289.

Datar, S., Feltham, G. and Hughes, J. (1991), “The role of audits and audit quality in valuing
new issues”, Journal of Accounting and Economics, Vol. 14, No. 1, pp. 3-49.

Deng, Y. and Xu, Y. (2011), “Do institutional investors have superior stock selection ability
in China?”, China Journal of Accounting Research, Vol. 4, No. 3, pp. 107-119.

Deumes, R. (2008), “Corporate Risk Reporting: A Content Analysis of Narrative Risk
Disclosures in Prospectuses”, Journal of Business Communication, Vol. 45, No. 2, pp. 120-
157.

Deumes, R. and Knechel, W. (2008), “Economic Incentives for Voluntary Reporting on
Internal Risk Management and Control Systems”, Auditing: A Journal of Practice &
Theory, Vol. 27, No. 1, pp. 35-66.

Diamond, D. and Verrecchia, R. (1991), “Disclosure, Liquidity, and the Cost of Capital”, The
Journal of Finance, Vol. 46, No. 4, pp. 1325-1359.

Easley, D., O’Hara, M. (2004), “Information and the cost of capital”, Journal of Finance, Vol.
59, No. 4, pp. 1553-1583.

Elshandidy, T. (2014), “Value relevance of accounting information: Evidence from an
emerging market”, Advances in International Accounting, Vol. 30, No. 1, pp. 176-180.

Elshandidy, T., Fraser, I. and Hussainey, K. (2013), “Aggregated, voluntary, and mandatory
risk disclosure incentives: Evidence from UK FTSE all-share companies”, International
Review of Financial Analysis, Vol. 30, pp. 320-333.

Elshandidy, T., Fraser, I. and Hussainey, K. (2015), “What drives mandatory and voluntary
risk reporting variations across Germany, UK and US?”, The British Accounting Review,
Vol. 47, No. 4, pp. 376-394.

Elshandidy, T. and Neri, L. (2015), “Corporate governance, risk disclosure practices, and
market liquidity: Comparative evidence from the UK and Italy”, Corporate Governance:
An International Review, Vol. 23, No. 4, pp. 331-356.

Ferguson, M.J., Lam, K.C.K. and Lee, G.M. (2002), “Voluntary disclosure by state-owned
enterprises listed on the stock exchange of Hong Kong”, Journal of International Financial

Management and Accounting, Vol. 13, No. 2, pp. 125-152.

28



Firth, M., Fung, P.M.Y. and Rui, O.M. (2007), “Ownership, two-tier board structure and the
informativeveness of earnings: Evidence from China”, Journal of Accounting an Public
Poliey, Vol. 26, No, 4, pp. 463-496.

Gaver, J.J. and Gaver, K.J. (1993), “Additional evidence on the association between the
investment opportunity set and corporate financing, dividend, and compensation
policies”, Journal of Acconnting and Economics, Vol. 16, No. 1-3, pp. 125-160.

Gebhardt, W.R., Lee, C.M. and Swaminathan, B. (2001), “Toward an implied cost of capital”,
Journal of Accounting Research, Vol. 39, No. 1, pp. 135-176.

Griffin, J.M. and Lemmon, M.L. (2002), “Book-to-Market Equity, Distress Risk, and Stock
Returns”, The Journal of Finance, Vol. 57, No. 5, pp. 2317-2336.

Gul, F. and Leung, S. (2004), “Board leadership, outside directors’ expertise and voluntary
corporate disclosures”, Journal of Accounting and Public Policy, Vol. 23, No. 5, pp. 351-
379.

Gul, F. A, Kim, J. and Qiu, A. (2010), “Ownership concentration, foreign shareholding, audit
quality, and stock price synchronicity: Evidence from China”, Journal of Financial
Economices, Vol. 95, No. 3, pp. 425-442.

Hassan, O., Romilly, P., Giorgioni, G. and Power, D. (2009), “The value relevance of
disclosure: evidence from the emerging capital market of Egypt”, International Jonrnal
of Acconnting, Vol. 44, No. 1, pp. 79-102.

Hassan, O., Romilly, P., Giorgioni, G. and Power D. (2011), “Voluntary disclosure and risk
in emerging markets”, Journal of Accounting in Emerging Economies, Vol. 1, No. 1, pp. 33-
52.

Hassan, O. and Marston, C. (2010), “Disclosure measurement in the empirical accounting literature: a
review article”, Economics and Finance Working Paper, Brunel University, 10-18.

Healy, P.M. and Palepu, K.G. (2001), “Information Asymmetry, Corporate Disclosure and
the Capital Markets: A Review of the Empirical Disclosure Literature”, Journal of
Accounting and Economics, Vol. 31, No. 1, pp. 405-440.

Healy, P.M., Hutton, A. and Palepu, K.G. (1999), “Stock Performance and Intermediation
Changes Surrounding Sustained Increases in Disclosure”, Contemporary Accounting
Research, Vol. 16, No. 3, pp. 485-520.

Huafang, X and Jianguo, Y. (2007), “Ownership structure, board composition and corporate
voluntary disclosure: Evidence from listed companies in China”, Managerial Auditing

Journal, Vol. 22, No. 6, pp. 604-619.

29



Jensen, M. and Meckling, W. (1976), “Theory of the firm: Managerial behavior, agency costs
and ownership structure”, Journal of Financial Econonries, Vol. 3, No. 4, pp. 305-360.

Jorgensen, B. and Kirschenheiter, M. (2003), “Discretionary Risk Disclosures”, The Accounting
Review, Vol. 78, No. 2, pp. 449-469.

Kou, W. and Hussain, S. (2007), “Predictive gains to segmental disclosure matrices,
geographic information and industry sector comparability”, The British Accounting
Review, Vol. 39, No. 3, pp. 183-195.

KPMG (2014), Mainland China Banking Survey 2014.

Kravet, T. and Muslu, V. (2013), “Textual risk disclosures and investors of risk perceptions”,
Review of Accounting Studies, Vol. 18, No. 4, pp. 1088-1122.

Krippendorft, K. (1980), “Content Analysis: An Introduction to Its Methodology”, Newbury
Park, CA: Sage.

Lam, S.S. and Du, J. (2004), “Information asymmetry and estimation risk: Preliminary
evidence from Chinese equity markets”, Pacific-Basin Finance Journal, Vol. 12, No. 3, pp.
311-331.

Lang, M. and Lundholm, R. (1993), “Cross-sectional determinations of analyst rating of
corporate disclosures”, Journal of Accounting Research, Vol. 31, No. 2, pp. 246-271.

Lan, Y., Wang, L. and Zhang, X. (2013), “Determinants and features of voluntary disclosure
in the Chinese stock market”, China Journal of Accounting Research, Vol. 6, No. 4, pp.
265-285.

La Porta, R., Lopez-de-Silanes, F. and Shleifer, A. (2008), “The economic consequences of
legal origins”, Journal of Economic Literature, Vol. 46, No. 2, pp. 285-332.

Lee, C.F., Chen, G.M. and Rui, O.M. (2001), “Stock Returns and Volatility on China’s Stock
Markets.” Journal of Financial Research, Vol. 24, No. 4, pp. 523-543.

Lee, T. and Chih, S. (2013), “Does financial regulation affect the profit efficiency and risk of
banks? Evidence from China's commercial banks”, The North American Journal of
Economics and Finance, Vol. 26, pp. 705-724.

Leuz, C., Nanda, D., Wysocki, P.D. (2003), “Earnings management and investor protection:
an international comparison”, Journal of Financial Economics, Vol. 69, No. 3, pp. 505-
527.

Li, Q., Luo, W., Wang, Y. and Wu, L. (2013), “Firm performance, corporate ownership, and
corporate social responsibility disclosure in China”, Business Ethics: A European Review,

Vol. 22, No 2, pp. 159-173.

30



Lim, S., Matolcsy, Z. and Chow, D. (2007), “The association between board composition and
different types of voluntary disclosure”, European Accounting Review, Vol. 16, No. 3, pp.
555-583.

Linsley, P. and Shrives, P. (2005) “Transparency and the disclosure of risk information in the
banking sector”, Journal of Financial Regulation and Compliance, Vol. 13, No. 3, pp. 205-
214.

Linsley, P. and Shrives, P. (20006), “Risk reporting: A study of risk disclosures in the annual
reports of UK companies”, The British Accounting Review, Vol. 38, No. 4, pp. 387-404.

Linsmeier, T.J., Thornton, D.B., Venkatachalam, M. and Welker, M. (2002), “The Effect of
Mandated Market Risk Disclosures on Trading Volume Sensitivity to Interest Rate,
Exchange Rate, and Commodity Price Movements”, The Accounting Review, Vol. 77,
No. 2, pp. 343-377.

Liu, S. (2015), “Corporate governance and forward looking disclosure: Evidence from China”,
Journal of International Accounting, Anditing and Taxation, Vol. 25, pp. 16-30.

Luo, J., Gan, C., Hu, B. and Kao, T.K. (2009), “An empirical analysis of Chinese stock price
anomalies and volatility”, Investment Management and Financial Innovations, Vol. 6, No. 1,
pp. 1-18.

Malkiel, B. (2007), The Efficiency of the Chinese Stock Markets: Some Unfinished Business on the Road
to Economic Transformation, CEPS Working Paper No. 154, 1-26.

Marzouk, M. (2016), “Risk reporting during a crisis: evidence from the Egyptian capital
market”, Journal of Applied Accounting Research, Vol. 17, No. 4, pp. 378-396.

McKinnon, J. and Dalimunthe, L. (1993), “Voluntary Disclosure of Segment Information by
Australian Diversified Companies”, Accounting & Finance, Vol. 33, No. 1, pp. 33-50.

Miihkinen, A. (2012), “What Drives Quality of Firm Risk Disclosure?”, The International Journal
of Accounting, Vol. 47, No. 4, pp. 437-468.

Miihkinen, A. (2013), “The Usefulness of Firm Risk Disclosures under Different Firm-
Riskiness, Investor-Interest, and Market Conditions™, _Advances in International
Accounting, Vol. 29, No. 2, pp. 312-331.

OECD (2011), Corporate Governance of Listed Companies in China: Self-Assessment by the China
Securities Regulatory Commission, OECD Publishing.

Oliveira, J., Rodrigues, L.L. and Craig, R. (2011), “Voluntary risk reporting to enhance
institutional and organizational legitimacy: Evidence from Portuguese banks”, Journal

of Financial Regulation and Compliance, Vol. 19, No. 3, pp. 271-289.

31



Peng, S., Tondkar, R., Van der Laan Smith, J. and Harless, D. (2008), “Does Convergence of
Accounting Standards Lead to the Convergence of Accounting Practices?”, The
International Jonrnal of Acconnting, Vol. 43, No. 4, pp. 448-468.

Sanders, R. and Chen, Y. (2005), “On privatization and property rights: Should China go down
the road of outright privatization?”, Journal of Chinese Economicand Business Studies, Vol.
3, No. 3, pp. 231-245.

Sekine, E. (2011), “China's own version of Basel III and its likely impact”, Nowmura Journal of
Capital Markets, Vol. 3, No. 2, pp. 1-12.

Solomon, J., Solomon, A., Norton, S. and Joseph, N. (2000), “A Conceptual Framework For
Corporate Risk Disclosure Emerging From The Agenda For Corporate Governance
Reform?”, The British Accounting Review, Vol. 32, No. 4, pp. 447-478.

Verrecchia, R. (2001), “Essays on disclosure”, Journal of Accounting and Econonzies, Vol. 32, No.
1-3, pp. 97-180.

Wang, B.]. (20006), “An analysis of the current situation and development trend of voluntary
disclosure of accounting information of listed companies”, Modern Business, Vol. 14,
pp. 22-23.

Wang, K., Sewon, O. and Claiborne, M.C. (2008), “Determinants and consequences of
voluntary disclosure in an emerging market: Evidence from China”, Journal of
International Accounting, Auditing and Taxation, Vol. 17, No. 1, pp. 14-30.

Wang, J. (2009), “An analysis of voluntary disclosure of accounting information of listed
companies in China”, Modern Economic Information, Vol. 21, pp. 216-217.

Wu, S.Z. (2007), “Experimental analysis of the influential factors of voluntary information
disclosure in annual reports of Chinese listed companies”, Contemporary Finance &
Economics, Vol. 8, pp. 121-124.

Welker, M. (1995), “Disclosure Policy, Information Asymmetry, and Liquidity in Equity
Markets”, Contemporary Acconnting Research, Vol. 11, No. 2, pp. 801-827.

Xiao, J.Z., Yang, H. and Chow, C.W. (2008), “The determinants and characteristics of
voluntary Internet-based disclosures by listed Chinese companies”, Journal of Accounting
and Public Policy, Vol. 23, pp. 191-225.

Zadeh, F. and Eskandari, A. (2012), “Firm Size As Company’s Characteristic and Level of
Risk Disclosure: Review on Theories and Literatures”, International Journal of Business

and Social Science, Vol. 3, No. 17, pp. 9-17.

32



Zhang, Z.R. and Zhang, J].X. (2014), “Analysis on Voluntary Disclosure of Accounting
Information for Listed Companies in China”, International Business and Management, N ol.
9, No. 1, pp. 143-148.

Zou, H. and Adams, M.B. (2008), “Corporate ownership, equity risk and returns in the
People’s Republic of China”, Journal of International Business Studies, Vol. 39, pp. 49-68.

33



Table 1.
Descriptive Statistics: Dependent and Independent Variables

Panel A: Continuous Variables

Observations Mean  Std. Dev. 25% Median 75%
Risk Disclosure Indicators:
Quantity (QAN) 300 3.974 0.872 3.401 3.663 4.905
Coverage (COV) 300 0.632 0.063 0.601 0.657 0.681
Depth_Quantitative (DQAN) 300 0.721 0.837 0.000 0.693 1.386
Depth_Qualitative (DQAL) 300 3.954 0.867 3.367 3.651 4.871
Outlook_Profile (OUL) 300 1.668 0.642 1.386 1.609 2.079
Quality (QAL) 300 0.002 0.993 -0.721 -0.390 1.180
Reporting Incentives:
Firms Size (FS) 300 17.27 2.798 15.589 16.735 18.594
Risk (RS) 300 0.280 0.305 0.105 0.250 0.470
Capital Structure (CS) 300 1.928 1.902 0.494 1.419 2.663
Book-to-Market (BTM) 292 3.100 4.302 1.135 1.795 3.100
Board Size (BS) 300 2.375 0.276 2.303 2.303 2.485
Board Independence (BI) 300 0.373 0.052 0.333 0.364 0.400
Market Indicators:
Market Liquidity (ML) 293 0.133 0.884 0.066 0.109 0.176
Trading Volume (TV) 300 3.661 3.169 1.535 2.844 4.483
Share Price Volatility (SPV) 300 0.415 0.098 0.355 0.417 0.480
Panel B: Dichotomous Variables
Yes (%) No (%)
Ceo Duality (CD) 42 (14%) 258 (86%)
Audit Quality (AQ) 105 (35%) 195 (65%)
State Ownership (ST) 139 (47%) 161 (53%)

Notes: There is no cross-listed firm in the sample list. All financial firms in the Shanghai A-shares market are listed only in
China.

Panel A explains the descriptive statistics of all variables. These include risk disclosure, firm characteristics, corporate
governance and market indicators. For risk disclosure, Quantity (OAN) is calculated as the natural logarithm of the total
number of sentences containing risk information in annual reports. Coverage (CO1’) is calculated as the inverse of the
Herfindahl index value divided by the number of risk topics. Depth_Quantitative (DQAN) is measured as the natural
logarithm of the number of risk information sentences containing quantitative information. Depth_Qualitative (DQAL) is
the natural logarithm of the number of risk information sentences containing qualitative information. Outlook_Profile (OUL)
is measured as the natural logarithm of risk information sentences containing firms’ future actions regarding the identified
risk. Quality (QAL) is the score of the principal component with the highest eigenvalue calculated from the above five
indicators.

The firm characteristic variables are as follows: fir sige (FS) is measured as the natural logarithm of total assets; 7is& (RS) is
measured by the beta, which is the covariance expressing a firm’s market return compared with a 23- to 25-month market
index; capital structure (CS) is measured as the log of leverage; and book-to-market (BTM) is measured as the ratio of the book
value of equity divided by its market value.

Corporate governance includes the following vatiables: board size (BS) is the total number of directors on the boatd; board
independence (BI) is the ratio of independent NEDs to board size; CEO duality (CD) is a dummy variable taking the value of
1 if an individual holds both the position of CEO and chairman; audit quality (AQ) is a dummy variable taking the value 1
if the external auditor is one of the Big Four audit firms; and state ownership is a dummy variable taking the value of one if
the company is owned by the state..

Market indicators include: market liguidity (ML), measured as the three-month average of relative spreads from beginning of
May to end of July; #rading volume (I'l), measured as the daily trading volume divided by the number of outstanding shares;
and share price volatility (SP1/), measured by the standard deviation of daily stock prices.

Panel B shows the frequencies of the three dummy variables, CEO duality (CD), audit quality (4Q) and state ownership

D).
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Table II.

Correlation Analysis for Continuous Variables

) ) (©)) @ ®) © ) @®) ) (10) 1 (12) (13) (14)
(1) QAN
(2) COV - 146
(3) DQAN T9FHHE {7 Rk
(4) DQAL 999Kk _ 44px TRk
(5) OUL 5085k 037 A09#xE 50k
(6) QAL 983k _11RE B5FeRE Q7QRex  G]GHek
(1) FS TR4RHE  _|GFRRK GGERK T8k D@kwk 75Tk
(8) RS 1800 018 248%6k  176%0% 003 18R ] 44
) CS 2720k 03] JA97RER D70kek R5wke  D7(Rx 435k (24
(10) BTM -3k 064 A5 004wk (73 S206%F 482+ - 005 - 121
(1) BS OLTRRE _1OGRRE  5aR%RK  Gl4mek D5k G(RRE GORWRK  DIGRRK 278kkk  _ Dg(pkx
(12) BI -.080 041 -071 -078 1350 _094% 028 020 -.048 -014 - 236
(13) ML -.082 -036 1209 079 017 -089% 068 -059 077 -074 042 004
(14) TV S230%K127RK _D04%E 200Kk _ (62 218 401 087K - 1488ek [68FRE 335k (7] 20
(15) SPV CABSERR 110RK JAQDRRR ABJREK _(G2RRE _443%Rk S5ADwRR DAGRRE (28 21600 _470% 013 -076 41280k

This table gives the Pearson correlations of the continuous variables for financial firms listed as Shanghai A-shares firms. To mitigate the influence of outliers, all continuous variables
are winsorised by eliminating obsetvations at the 1st and 99th percentile. Definitions of the above variables are the same as shown in Table I, and as detailed in Appendix 2. *, ** and

** indicate significance for two-tailed tests at the 0.1, 0.05, and 0.01 significance levels respectively.
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Table III.

Regression Results for the Various Quality Dimensions of Risk Disclosure

QAN COoVv DQAN DQAL OUL

Predicted Coef. T-stat Coef. T-stat Coef. T-stat Coef. T-stat Coef. T-stat
FS + 27Tk 14.15 -.001 -20 200k 8.52 277k 14.12 067+ 272
RS + 114 1.16 .019* 1.56 305k 2.60 102 1.04 -130 -1.06
CS + -.042%kk D48 .002 74 -.050k* -2.47 041 ek -2.42 022 1.03
BTM ? L0424k 5.49 -.001 -34 408k 441 L0410k 5.38 .010 1.06
BS + .043 27 -.038* -1.86 279 1.45 .030 19 .035 17
BI + -1.70%k6 22,83 .010 13 -1.21% -1.68 -1.66%F* -2.77 -1.57%* -2.09
CD - .038 46 .002 .20 -.050 -.50 .043 .52 -118 -1.13
AQ + .062 77 -013 -1.27 110 1.14 .059 074 -.020 -19
ST ? -0.045 -72 -.003 -.40 0.067 .89 -.052 -84 -.041 -52
Intercept -372 -.87 T25%k 13.36 3.1 3%k -6.12 -.355 -.83 101 1.89
Adjusted R-squared 0.6779 0.0268 0.5031 0.6745 0.0832
F-statistics 69.04 1.89 33.74 68.00 3.93
Observation 292 292 292 292 292
Mean VIF 1.68 1.68 1.68 1.68 1.68
Max VIF 3.77 3.77 3.77 3.77 3.77

This table shows the impact of firm characteristics and control variables on risk disclosure quantity and quality. The R-squared value describes the model’s ability to account for
changes in each risk quality indicator. Variance Inflation Factors (VIF) quantifies the severity of multicollinearity in an ordinaty least squares regression analysis. Since the mean and
max VIF for all variables is less than 10, there is no multicollinearity problem. To mitigate the influence of outliers, all continuous variables are winsorised by eliminating observations
at the 1st and 99th percentile. Definitions of the above variables are identical to those given in Table 1, and as detailed in Appendix 2.
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Table IV.

Regression Results for the Quality of Risk Disclosure

QAL

Predicted Coef. T-stat
FS + 299k 12.58
RS + 153 1.29
CS + -.04 1%k -2.01
BTM ? 048k 5.19
BS + 104 0.54
BI + 2.1 0k -2.88
CD - -.010 -.10
AQ + .065 .67
ST ? -0.035 -46
Intercept 4.7 5% -9.18
Adjusted R-squared 0.6336
F-statistics 56.91
Observation 292
Mean VIF 1.68
Max VIF 3.77

This table displays the impact of firm characteristics and control variables on risk disclosure quality. Variance
Inflation Factors (VIF) quantifies the severity of multicollinearity in an ordinary least squares regression
analysis. Since the mean and max VIF for all variables is less than 10, no multicollinearity problem exists. To
mitigate the influence of outliers, all continuous variables are winsorised by eliminating observations at the
Ist and 99th percentile. Definitions of the above vatiables are the same as those given in Table I, and as
detailed in Appendix 2.
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Table V.
OLS Regressions of the Impact of Risk Disclosure Quality and Quantity on Market

Liquidity
Model 1 Model 2
QAL QAN
Predicted Coef. T-stat Coef. T-stat
QAL ? -.024p%kk -2.64
QAN ? -.029%kk -2.72
FS + .006 1.29 .007* 1.47
RS + -.012 -.67 -.013 =70
CS + .002 .58 .001 49
BTM ? -.000 -.06 .000 .01
SPV - -.037 -.54 -.036 -.52
TV - .00 5%k -2.92 .00 5%k -2.91
BS + .008 28 .008 .26
BI + -.092 -.83 -.094 -85
CD - -.017 -1.09 -.015 -1.02
AQ + -.016 -1.10 -.015 -1.07
ST ? .002 17 .001 13
Intercept .086 .81 185%* 1.93
Adjusted R-squared 0.0575 0.0590
F-statistics 2.44 2.48
Obsetvation 285 285
Mean VIF 2.05 2.14
Max VIF 6.68 7.27

This table shows the results concerning the impact of risk disclosure quality and quantity on market
liquidity for financial firms listed in the Shanghai A-shares market. Variance Inflation Factors (VIF)
quantifies the severity of multicollinearity in an ordinary least squares regression analysis. Since the
mean and max VIF for all variables is less than 10, no multicollinearity problem exists. To mitigate the
influence of outliers, all continuous variables are winsorised by eliminating observations at the 1st and
99th percentile. Definitions of the above variables are identical to those given in Table I, and as detailed
in Appendix 2.
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Table VI.

Regression Results for the Quality and Quantity of Risk Disclosure spread by year

2013 2014 2015
Model 1 Model 2 1 Model 2
QAL QAN QAN Model 1 QAL Model 2 «
zé[idmt Coef. T-stat Ce? T-stat Coef. T-stat Coef. T-stat Coef. T-stat Coef. T-stat
% okk 07k 3 ok qQ 0Qkk
S + Py 5.90 .242* 6.64 331 6.67 297 7.55 321 9.01 299 9.88
S + 347 1.40 269 1.29 .280 1.25 .205 1.16 143 .75 .060 .37
_.024 _65 _.023 _74 -.045 -1.16 -.048 -1.57 -.053* -1.63 -.054%* -1.93
P * *ok >tk ok okok
™ : 0465+ 2,38 .040* 250 .046 2.09 .040 2.32 .056 4.37 .047 4.34
S + 237 67 199 67 125 .33 .022 .07 -.234 =75 -.227 -.85
1 + -130 -10 268 24 -2.06 -1.44 -1.88* -1.66 4,423k -3.74 -3.800%¢* -3.79 |
D - 059 26 140 73 -.019 =11 .033 24 -.083 -.54 -.045 -.35
Q + 089 47 083 53 =115 -.64 -.048 -.34 127 .82 .074 .56 |
T ? -0.046 _33 -.042 -.36 -.146 -1.03 -.119 -1.06 .067 53 .012 1
. - -5.60 -.498 -.68 -3.610 -4.13 .627 .85
1tercept 5 05k -5.58 -1.05 -1.32 5.180%*
. *
djusted
| 0.5788 0.6319 0.6164 0.6713 0.6872 0.7133
-squared
-statistics 15.66 19.31 18.14 22.78 24.68 27.82
)bsetvatio 97 97 97 97 98 98
fean VIF 1.74 1.74 1.91 1.91 1.69 1.69
[ax VIF 3.80 3.80 4.92 4.92 3.47 3.47

39



Table VII.

OLS Regressions of the Impact of Risk Disclosure on Market Liquidity spread by year

2013 2014 2015 |
Model 1 Model 2 Model 1 Model 2 Model 2
QAL QAN QAL QAN Model 1 QAL QAN
Predict
ed Coef. T-stat Coef.  T-stat Coef. T-stat Coef. T-stat Coef. T-stat Coef. T-stat
QAL ? _050%%* 334 001 07 ~010 -7
? - ok _ _ _ _75
QAN : *‘067 3.84 .003 27 013 .75
FS + 006 81 010 1.24 -.000 -.05 .001 .16 -.002 -.28 -.001 -.19
RS -.035 -1.01 -.034 -1.03 -.018 -.86 -.017 -.82 -.045% -1.66 -.046* -1.71 |
CS + 006 1.14 006 1.13 .004 1.10 .004 1.03 .008* 1.82 .008* 1.79
BTM B 001 54 002 73 1000 0.14 000 22 002 112 -.002 ERT |
_ _ ok _ * _ _ * - _ Skokok 35 _ kokok _
SPV _ aga 311 *.398 3.7 185 1.80 184 1.80 372 3.54 373 3.55
TV 007k 241 _007% 2.0 -.003 1.14 -.003 -1.07 -.002 -.87 -.002 -.86 |
BS + -.106%* 2.14 -~ 102k -2.10 .024 0.69 .025 .70 .034 77 .035 77
BI -.166 -.89 -137 74 -.143 -1.08 -.151 -1.13 -.038 -22 -.041 -.24 |
CD - 014 46 021 68 -.008 -.50 -.008 -51 -.003 -15 -.003 -14
AQ + 010 38 011 43 -.025% -1.45 -.025% -1.45 -.036%* -1.73 -.037* -1.76 |
ST ? 004 23 004 23 .000 .02 -.000 -.00 .009 54 .009 .51
3
II)xtlterce ss0r 318 e 466 172 1.25 164 133 268 169 313 2.19
Adjust
ed R- 0.2306 0.2591 .0667 0.0675 0.1565 0.1570
square
d
F- 1.56 1.57 2.45 2.46
statisti 3.35 3.74
cs
O].oserv 05 05 95 95 95 95
ation
Mean 2.43 2.53 2.28 2.38
VIE 2.10 2.18
Max 8.50 9.19 7.65 8.42
VIF 6.24 6.65

This table shows the results concerning the impact of risk disclosure quality and quantity on market
liquidity for financial firms listed in the Shanghai A-shares market on yearly basis. Variance Inflation
Factors (VIF) quantifies the severity of multicollinearity in an ordinary least squares regression analysis.
Since the mean and max VIF for all variables is less than 10, no multicollinearity problem exists. To
mitigate the influence of outliers, all continuous variables are winsorised by eliminating observations
at the 1st and 99th percentile. Definitions of the above variables are identical to those given in Table
I, and as detailed in Appendix 2.
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Table VIII.
Fixed Regression Results for the Quantity and Quality of Risk Disclosure

QAL QAN

Predicted Coef. T-stat Coef. T-stat
FS + 184k 7.30 188+ 6.26
RS + 112 1.11 .070 .58
CS + -.016 -.83 -.020 -.87
BTM ? .006 .82 .009 94
BS + 162 .86 220 98
BI + -.720 -1.25 -.975 -1.42
CD - .091 1.01 129 1.20
AQ + .091 1.00 .068 .62
ST ? -0.013 -17 -.012 -12
Intercept 611 1.21 -3.46%** -5.78
Adjusted R-squared 0.4534 0.3810
F-statistics 16.77 12.45
Observation 292 292

Using the fixed-effect estimations, this table displays the impact of firm characteristics and control variables
on risk disclosure quality and quantity Variance Inflation Factors (VIF) quantifies the severity of
multicollinearity in an ordinary least squares regression analysis. Since the mean and max VIF for all variables
is less than 10, no multicollinearity problem exists. To mitigate the influence of outliers, all continuous
variables are winsorised by eliminating observations at the 1st and 99th percentile. Definitions of the above
variables are the same as those given in Table I, and as detailed in Appendix 2. The significance indicators are
the same as those in Tables III and IV.
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Table IX.
Estimates of fixed effects of the Impact of Risk Disclosure on Market Liquidity

Market Liquidity

Model 1 Model 2

QAL QAN

Predicted Coef. T-stat Coef. T-stat

QAL ? -.029%% -2.00
QAN ? -.026* -1.51
FS .006 92 .005 .78
RS + -.007 -32 -.007 -.29
CS + -.001 =33 -.001 =29
BTM ? .001 .060 .001 54
SPV - 325k 3.77 327k 3.71
TV - -.001 -.51 -.001 -.54
BS + .072% 1.62 .071% 1.57
BI + -.059 -44 -.051 -.38
CD - -.016 -74 -.018 -.80
AQ + -.001 -.04 -.000 -.02
ST ? -.011 -.59 -.011 -.59
Intercept -.242% -1.66 -123 -92
Adjusted R-squared 0.1231 0.1145
F-statistics 2.01 1.85
Observation 285 285

Using the fixed-effect estimations, this table shows the results concerning the impact of risk disclosure
quality and quantity on market liquidity for financial firms listed in the Shanghai A-shares market.
Variance Inflation Factors (VIF) quantifies the severity of multicollinearity in an ordinary least squares
regression analysis. Since the mean and max VIF for all variables is less than 10, no multicollinearity
problem exists. To mitigate the influence of outliers, all continuous variables are winsorised by
eliminating observations at the 1st and 99th percentile. Definitions of the above variables are identical
to those given in Table I, and as detailed in Appendix 2. The significance indicators are consistent with
those in Table V.
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Appendix 1. Example of Measurement of the Risk Disclosure

Quality Score
This appendix uses The Pacific Securities Company Limited annual report 2014 as

example to demonstrate the calculation of the indicators of risk disclosure quality.

)

@)

)

Quantity (QAN) = In(total number of sentences contained risk disclosure) —

Disclosure score = Quantity = In(131) = 4.88

Coverage (COV)= [(1/H)/Number of main risk topics]

The risk disclosures of The Pacific Securities Company Limited in its 2014

annual report are divided into three main risk topics:
Financial risks: 50 sentences

Damage risks: 0 sentences

Risk management: 81 sentences

Total: 131 sentences

- Herfindahl index = H = (50/131)*+ (0/131)*+ (81/131)2= 0.764

- Disclosure scote = Coverage = (1/0.764)/3 = 0.44

Semantic properties of risk disclosure

Example sentences:

DQAL

DQAN

OUL

D

2015 4F, A FIFFE— AL 2 M FLEIR, EEAESR . F
tr, FEREESRG IE HERRE, B WE R BRI -2

SERI L

op

The company will further establish comprehensive risk management
awareness, pay attention to before, during and after periods in 2015. Also
the company will focus on compliance of management functions.

2)

REAFIRRRARRN 54.64 1278, BHERGRRNERILLEIN
85.47%, AEIRFREMNR, FWWMSEWSNEESIEIRFS
(IE#R2 B MR FIHE IR E BN E) MAXIE,

Net capital of the parent company was 5.464 billion yuan, the ratio of net
capital and shareholders’ equity was 85.47%, good quality assets of the
company; the financial and business risk control indicators comply with
the relevant provisions of the “The Management of Securities Risk
Control Indicators”.

Therefore, in the 2014 annual report of The Pacific Securities Company

Limited, the scores are as follows:
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DEPTH_QUALITATIVE (DQAL) = 125
- Disclosure score = In(125) = 4.83
DEPTH_QUANTITATIVE (DQAN)= 6
- Disclosure score = In(6) = 1.79
OUTLOOK_PROFILE (OUL)= 21

- Disclosure score = In(21) = 3.04
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Appendix 2. Summary of variable definitions, measures and sources

Varia
ble Definition and measures Source

Panel A: Continuous variables

Risk disclosure incentives

Thomson
One
Quantity refers to the amount of sentences containing risk information and ~ Banker /
is calculated as the natural logarithm of the total number of sentences Company
QAN  containing risk information in annual reports website
Thomson
One
Coverage is the coverage of tisk information contained in the annual Banker /
reports and is calculated as the inverse of the Herfindahl index value Company
COV  divided by the number of risk topics website
Thomson
Depth_Quantitative includes the quantity risk-related information about One
expected future petformance and is measured as the natural logatithm of Banker /
DQA  the number of risk information sentences containing quantitative Company
N information website
Thomson
One
Depth_Qualitative includes the quality tisk-related information about Banker /
DQA  expected future performance and is the natural logarithm of the number of Company
L risk information sentences containing qualitative information website
Thomson
One
Outlook_Profile refers to information about the tisk management Banker /
approach and is measured as the natural logarithm of risk information Company

OUL sentences containing firms’ future actions regarding the identified risk website
Thomson
One
Banker /

Composite is the score of the principal component with the highest Company

QAL eigenvalue calculated from the above five indicators website

Reporting incentives

FS Firm size is measured as the natural logarithm of total assets Datastream

Risk is measured by the beta, which is the covariance expressing a firm’s

RS market return compared with a 23- to 25-month market index Datastream
CS Capital structure is measured as the log of leverage Datastream
Book-to-market is measured as the ratio of the book value of equity divided
BTM by its market value Datastream
Orbis/Ann
BS Board size is the total number of directors on the board ual report
Orbis/Ann
BI Board independence is the ratio of independent NEDs to board size ual report
Marfket indicators
Market liquidity, measured as the three-month average of relative spreads
ML from beginning of May to end of July Datastream
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Trading volume, measured as the daily trading volume divided by the

vV number of outstanding shares Datastream
Share price volatility, measured by the standard deviation of daily stock
SPV prices Datastream
Panel B: Dicotomous variables
Orbis/Ann
ual
report/Co
CEO duality is a dummy variable taking the value of 1 if an individual holds ~mpany
CD both the position of CEO and chairman website
Orbis/Ann
ual
report/Co
Audit quality is a dummy variable taking the value 1 if the external auditor ~mpany
AQ is one of the Big Four audit firms website
Orbis/Ann
ual
report/Co
State ownership is a dummy variable taking the value 1 if the company is mpany
ST ownded by the chinese state website

This table provides the definition and measures of risk reporting, firm, market and
corporate governance characteristics. It also provides the source of each vatiable. To
mitigate the influence of outliers, all continuous variables are winsorised by
eliminating observations at the 1st and 99th percentile.
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