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Abstract

The financial crisis has impacted the economy in every way. This study focused on the impact of the financial crisis and the quality of risk disclosure over the past three years (2006, 2007 & 2008). The results yielded a significant influence of the financial crisis on the quality of risk disclosure of Dutch stock listed companies listed on the AEX- and the AMX-index. This study focussed on the recent financial crisis, which was caused by bad mortgage lending and bad investments that resulted in a decline in the value of the major stock market indexes and decline in the economy. Risk disclosure stems from stakeholder’s theory, which was thought as the result of the positive accounting theory, users of annual reports required more than just financial information. This coincides with the phenomena known as voluntary disclosure; various incentives have been studied as to why firms disclose non-financial information voluntarily. Risk an everyday common term used by most people speaking the English language can be described as the possibility of something hazardous or malicious happening. Since the introduction of the corporate governance codes such as the Code Tabaksblat and the Sarbanes Oxley act 2002, risk reporting has become an essential part of the annual report of stock listed companies. Risk reporting is composed up and it usually features certain risks such as; financial risk, operations risk, strategic risk etc. Another integral part of risk reporting is the risk management system; the introduction of the COSO ERM-framework has revolutionized the management of risk disclosure, which is also supported by the corporate governance codes. There various methods that can be used to analyze risk disclosure, such as the content analysis. This method was used but previous researchers who studies risk disclosure with regard to firm specific characteristics and the amount/quality of risk disclosure. This study didn’t implement those systems, because the lack of proper knowledge of these systems could impair the integrity of the results. Instead the quality of risk disclosure was obtained using a checklist, with the added element on how well the category was elaborated on. The examined quality of risk disclosure has risen over the past three years. This quality was then tested using three hypotheses. The first one focussed on the stock market of the Dutch market and while testing the quality against this factor, the analysis yielded as significant influence on the quality. The stock markets were impacted by the financial crisis and this also impacts the quality of risk disclosure. The second hypothesis focussed on profitability and yielded no results; the third hypothesis focussed on leverage and also did not yield any results. But if one looks at the difference between the years (2006-2007 & 2007-2008), the latter shows that there’s a decline in the profitability and the leverage of the sample firms. A possible explanation for the rejected of those two hypotheses is that there is a delay between the financial crisis and the accounting information, because the accounting information does not reflect the current economic conditions. 
Chapter 1: Introduction 

1.1 Background

“Following an all-time record first half year in 2007, financial institutions went from heaven to straight to hell within just a few weeks.” (Felsenheimer & Gisdakis, 2008, pg 9) 
The crisis started with the banks, but the rest followed. The financial crisis has caused an economic downturn that impacted the globe in every way. Stock listed companies were affected by the financial crisis everywhere, including the Netherlands. The financial crisis has increased the importance of accounting information, because in these times of uncertainty every bit of extra information is of importance. To understand how this all came together, here’s a brief description of the recent financial crisis. 

The financial crisis was a consequence of a rising default rate on sub prime mortgages in the US.
 It was caused by the speculation that housing prices would constantly rise and attractive interest rates, which made lending money very attractive
. It all started with an increase in the amount of subprime mortgages lending in the early 90’s. Lending companies had lent out money to individuals unworthy of a loan.  The lending companies mitigated their risk by turning the mortgages into Collateral Debt Obligations (see chapter 3), which were bought up by many investment banks. Banks mitigated the risk to non-portfolio managers, who further spread the risk to investors all over the globe. These investments in turn lost their value, because of the defaults in the mortgages and the lending companies could not recover their loss. The problem became a global issue, because banks are inter related and the crisis spread through out the world with a domino effect. This is also the reason why the financial crisis is widely known as the credit crisis. 
The Dutch financial minister followed up the events by prohibiting short selling for a period of time, because; “Short selling is when investors sell stock they borrowed from its owners, speculating the stock will lose value. Short selling by investors is believed to have played an important role in the ongoing global credit crisis.”
 The financial crisis had caused the Dutch government to take these drastic measures (prohibit short selling) to protect the economy in this case. 
Another event occurred when the SEC allowed banks to change the way they handle their write-downs
. In both cases the U.S. and Dutch governments have taken drastic measures
 to protect their economies respectively. 
“Now banks and legislators are pushing for a change in accounting rules to end market-to-market accounting for financial assets. They are sure that market values are too low, so why not just assume they are really higher?” (Norris, 2008) 
This uncertainty is the effect of the financial crisis. The media questioning the current rules and regulations for financial reporting is quite startling. The objective of the financial statements as stated on the IASB website is: “The objective of financial statements is to provide information about the financial position, performance and changes in financial position of an enterprise that is useful to a wide range of users in making economic decisions.”
 The objectivity and usefulness had been questioned, has the crisis had any impact on the non-financial disclosures? 
The introduction of the corporate governance codes (SOx 2002 & Code Tabaksblat 2003) is to protect the stakeholders. In the recent years, cases such as AHOLD, Parmalat and Enron have been widely publicized and have caused the governing bodies to introduce the codes. One of the requirements of the corporate governance codes companies is to disclose more than just financial information, to protect the stakeholders from being mislead. 
These corporate governance codes mandate listed companies to disclose information. The goal of the SOx for instance is to prevent large businesses from financial deception and misleading its investors
 and also to prevent the stakeholders from being mislead. Although the rules are strict, there is always room for companies to avoid reporting on certain things. At the core of the Code Tabaksblat (2003) lies the principle; ‘apply or explain otherwise’. It is basically apply the rules or explain why they haven’t been applied. Dutch listed companies have the certain amount of freedom in the way they disclose their risks (Groenland et al. 2006, page 93). Regardless, the quality of risk disclosure has increased in the past years. SOx (2002) and The Code Tabaksblat (2003) requires listed companies to report on their risk management systems. 
Companies facing great risks may try to report as little as possible about the negative risks they face, given the assumption that there is room to decide on what to disclose. Another side to this issue is that managers will disclose poor-performance to serve themselves by blaming this performance on external factors (Barton & Mercer, 2005, pg 509). Barton & Mercer (2005) conducted a study on how analysts react to poor corporate performance (pg 512). A possible result of the financial crisis is that companies will disclose even more information and most of the negative information will refer to the financial crisis. How will this affect the way they report on risks? It could lead to either more or less disclosure.
A recent study explained a link between quantity of the risk disclosures and the company size of UK companies (Linsley & Shrives, 2006).  Other studies have found a link between the level of ownership and the quantity of risk disclosures (Abraham & Cox, 2007). So the way a firm is run, has an impact of the disclosure of risk information.  It is also been found that firms disclose information about their future strategies, but avoid disclosing the expected impact (Berretta & Bozzolan, 2004). The financial crisis could magnify these events, because of the possibility of recession; firms would likely avoid discussing forward-looking information. It has been concluded that there is a relationship between firm specific characteristics and the amount risk disclosures, is there a relationship between a firm’s performance and the risk disclosure?
1.2 Research Question 

These issues pose important questions as how the financial crisis will impact the way firms account for their risks. This leads to the research question of this thesis: 

“How will the quality of risk reporting of Dutch stock listed companies be affected by the recent financial crisis?”

1.2.1 Sub questions

To aid in finding an answer to this question the following topics need to be addressed first: 

· What is risk reporting?
This is the subject of the thesis and therefore it is important in defining the term and explaining the different types of risks that are reported. 

· Which rules and regulations exist regarding risk reporting?
Each firm must abide to certain rules when constructing financial reports and risk reports. Therefore it is essential to distinguish the different rules and regulations.

· How to analyze disclosures?
There are various ways to measure and analyze disclosures, this gives an overview on which methods exists to measure these disclosures. 

· What is the financial crisis?

Given that the research is based on measuring the effects of the financial crisis on risk reporting, it is important to shed light on the subject and also completely explain the situation. 

· How to measure the quality of risk disclosure?

The research is based on measuring the quality of the risk disclosure; it is key to explaining later on the results of the research.

· Which characteristics affect the quality of risk disclosure?
Certain characteristics of a firm are a representation of the financial crisis, it is important to analyze these characteristics to form a conclusion on the research. 

1.3 Methodology
This study will analyze non-financial stock listed firms on the AEX- and AMX-index. As mentioned before the focus will be on the quality of the risk disclosure and how it is affected by the recent financial crisis. 
The quality of the risk disclosure will be obtained from the risk paragraph in the annual reports of the sample firms. The quality will be assigned to each observation according to a ‘checklist’ method; it is a combination of quantitative and qualitative analysis. The risk paragraph will be tested on which criteria it meets. This method is a combination of the methods used in past studies (Groenland et al. 2006, Linsley & Shrives 2006). 
The other main component of this thesis is the financial crisis, to measure the effects of the financial crisis on the quality of the risk disclosure, one must compare past reports to presents ones. It has been debated as to when the crisis started and when it affected the non-financial firms; therefore the data will be obtained from annual reports of the last three years (2006, 2007, and 2008). 
This data will be compared with accounting based performance measures and market based measures (see Chapter 5). These performance and market based measures are also based on past studies (Berreta & Bozzolan, Groenland et al. 2006, Linsley & Shrives 2006) and will be obtained from Thompson One Banker, Compustat and REACH. In order to find an answer to the research question, several hypotheses (discussed in Chapter 3) will be tested the sample by means of a Multiple Regression Analysis. 
If a relationship is found between the performance based measures and the obtained quality of the reports, then it can be concluded that the financial crisis has had an impact of the risk disclosure of the sample firms. Furthermore the impact will be examined as how to it affected the risk disclosure (negative/positive). 

1.4 Relevance & Scope

The relevance of this thesis can be split up into two categories; academic relevance and social relevance. The scope is the perspective from which the study is conducted. 

1.4.1 Academic relevance

The academic relevance of this research is to complement past studies. The added value to the past studies is to examine whether or not the financial crisis has an influence on risk reporting. Risk reporting has been mandatory with the introduction of the Sarbanes-Oxley act (2002) and the Code Tabaksblat (2003). Past studies focused on internal factors, this study will include those factors as well, but it will also include an important external factor the financial crisis.

1.4.2 Social relevance 

The social relevance of this study is not revolutionary. As was stated before the introduction of the corporate governance codes have been made mandatory to protect the shareholders from being misled. The financial crisis has made a major impact on the economy in many ways and many shareholders have suffered the consequences of it. It is therefore interesting to examine how companies will react to this crisis. Companies could react either way to protect their interests; the one way is to report as much as possible that explains the disappointing results, or refrains from reporting too much information and prevents its shareholders going into mass hysteria. Another scenario that can occur is the possibility of a change in the rules & regulations over time. Past events influenced governing bodies to introduce corporate governance codes. These recent events having a major impact on the economic system, could lead to a change in the actual rules and regulations.
1.4.3 Scope

This research will solely focus on the examined quality of the risk paragraph within the annual reports of Dutch companies listed on the AEX and the AMX. It will not take stakeholders, managers or any other party’s opinion into account. The research will focus on the disclosed material and exclude the effects it has on stakeholders. Although it has been mentioned before that the research is relevant for the interest of the stakeholders, it will exclude the examination of these interests. 

1.5 Thesis Outline
The structure of the thesis will start by explaining the theories behind risk disclosure and how it came to form; it will also discuss the terminology surrounding voluntary disclosure. After that the world of risk reporting is explained, with the rules and regulations surrounding of risk reporting right after. There after the various methods will be explained and theories surrounding the measurement of voluntary disclosures (non-financial information). One the main topic of this thesis, the financial crisis, is to be explained in chapter 3. After that the past studies relevant to this research will be discussed, compared and summarized in chapter 4. Chapter 5 will provide an in-depth look at the manner in which the research is to be performed, this regards thing such as; the hypothesis, variables, the regression. The next chapter the results of the research will be fully addressed. Finally the last chapter the research question will be answered, along with a summary of the entire thesis and final thoughts on the research. 

Chapter 2: Literature Review
2.1 Introduction

To better understand risk reporting, one must take a closer look at voluntary disclosure and the stakeholders’ theory. Risk reporting is a form of voluntary disclosure and the stakeholders’ theory stems from a company’s obligation to consider the interest its customers, employees, shareholders and communities. This group of people can be referred to as the stakeholders of a company (Wartick & Wood 1998, page 96). Due to the information needs of stakeholders certain aspects have become mandatory over the past couple of years. One such mandate is the risk paragraph in the annual report. Over the years risk reporting has been developed alongside risk management systems. Therefore this chapter will start off by explaining the stakeholder’s theory, after that the reasons for voluntary disclosure. Furthermore there will be a paragraph on risk reporting, followed by the explanation on the rules & regulations behind the disclosure of risks. The paragraph there after will be about the ways to analyze voluntary/risk disclosure and a summary at the end. 
2.2 Stakeholders’ Theory
Before understanding what the stakeholders’ theory is about one must first address other theories. Here’s a diagram depicting the relationship between the theories to be explained.


[image: image1]
Figure 2.1 Diagram Stakeholders’ Theory

The first one being positive accounting theory, this theory’s origin comes from a term known as positive theory. Positive theory can be described as a theory, which seeks to explain and predict (Deegan et al., 2003, page 202). Positive accounting theory can be defined as; a theory which is focused on the relationships between the various individuals involved in providing resources to an organization and how accounting is used to assist in the functioning of these relationships (Deegan et al., 2003, page 203). These relationships can vary, for instance, the relationship between the owners and the managers for an organization. This relationship can involve the delegation of the decision making process of an organization, which can lead to some efficiency and/or consequential losses. Managers, who are acting in their own self- interest, may cause these losses. The owners act as the principle in this relationship and the managers as the agents. These costs are referred to as called agency cost (Deegan et al., 2003, page 203). There are also monitoring and bonding costs. Monitoring costs can be described as the costs involved in auditing an annual report. Bonding costs are caused by the bonding involved by the managers in order to prepare financial statements (Deegan et al., 2003, page 204). Positive accounting theory (PAT) is based on the assumption that everyone acts in his or her own self-interest and that every individual acts opportunistic, just as described above (principle and agent relationship) (Deegan et al., 2003, page 204). So PAT predicts that an organization will implement mechanisms that align the interests of the managers with the interests of the owners (Deegan et al., 2003, page 204). This reflects the way risk reporting has come to form, because the interests of the stakeholders have caused companies to disclose the information. In this case the stakeholders and the principle and the managers of the company are the agents.  This relationship has been the cause for risk reporting to be mandated. 
2.2.1 Political Economic Theory

Political economic theory stems from the PAT, can be described as the social, political and economic framework within, where human life takes place (Deegan et al., 2003, page 251). It states that economics, society and politics are inseparable. Basically it constitutes that economic issues cannot be properly examined without taking social, political and institutional issues into consideration (Deegan et al., 2003, page 251). All these issues are intertwined and act as one entity to form the base of the political economic theory.  

2.2.2 Legitimacy Theory 

Legitimacy and stakeholder theory is derived from the political economic theory. Legitimacy theory as its name describes, tries to describe why organizations operate within the norms and bounds of their respective societies, basically keeping the activities legit (Deegan et al., 2003, page 253). In the course of time, the bounds and norms can change; this way the organization must adapt itself to the ever-changing environment. This reflects upon present issues in which companies are asserted to operate legitimately. For instance, no socially conscious investor will invest their money into companies, who make their profits by dealing in arms. The bounds and norms described can be seen as rules and regulations in a certain country.  Legitimacy theory relies upon a concept called a social contract (Deegan et al., 2003, page 254). The social contract can be vaguely is described as a relationship between the organization in question and the society in which it operates. The organization is in debt to the society, to operate legitimately. This social contract is society’s way of ensuring that companies prevent damages it can inflict on the environment or repair damages it has already been inflicted. Companies with poor social and environmental performance will consequently be subdued to following society’s rule or pay price. Its contract can be revoked and sanctions can be passed, the company will not be able to operate within the society, because it will difficult to obtain the necessary resources. For example an organization that is opposed by society has a decreased chance of obtaining the required labour-force, ability to build up intellectual capital and other necessities. Risk reporting is a form of assurance to keep the social contract intact between a company and its stakeholders. The disclosure of litigation risk is an example on how companies inform their stakeholders about possible lawsuits that can incur.
2.2.3 Stakeholders’ Theory 
Stakeholders’ theory is also an extension of political economic theory. The stakeholders’ theory consists of two branches, the ethical (moral) or normative branch and a positive (managerial) branch (Deegan et al., 2003, page 267). The ethical branch of stakeholder theory states that all stakeholders have the right to be treated fairly, regardless of the stakeholder’s power in the organization (Deegan et al., 2003, page 268). In this case a large number of individuals can be regarded as stakeholders. That is why stakeholders have been classified into two groups; primary and secondary stakeholders (Deegan et al., 2003, page 269). Primary stakeholders are a main component of any organization, because the organization ceases to exist without the support of its primary stakeholders. Secondary stakeholders on the other hand can affect or be affected by the organization; the affiliation between the two isn’t as drastic as the case with the primary stakeholders. Ethically the minimum rights of the primary and secondary stakeholders are the same and may not be violated by the organization.  

The managerial branch classifies the various stakeholders into different groups and sized up on the best way they can be managed if the organization is to survive (Deegan et al., 2003, page 272). The stakeholder’s importance is taken into account; there aren’t just two types anymore. This way the organization acts according the diverse needs of the stakeholders, like the legitimacy theory. The measure of control of the stakeholder over the management is determined by how much share he/she owns.  

Risk reporting is related to the stakeholders’ theory, because as is previously mentioned, the stakeholders have influence over the content of the report. The Sarbanes-Oxley act was introduced in 2002 and the Code Tabaksblat in 2003 and mandate publicly noted companies to disclose information about the various risks. The stakeholders in this case are the institutions mandating the disclosure of risk information in the annual report. 

2.3 Voluntary Disclosure

The stakeholders’ theory explained the reason behind the disclosure of non-financial information. Voluntary disclosure, as the name describes is the disclosure of information on a voluntary basis, information that has not been mandated. Healy & Palepu (2001) explained the role of disclosure in the capital market. 
They constituted: “A critical challenge for any economy is the optimal allocation of savings to investment opportunities” (Healy & Palepu 2001, page 407). 
In reality, there are entrepreneurs always have more information than the investors, this problem is generally known as information asymmetry. This problem has been regarded as the ‘information problem’, which arises from a difference in interest and incentives between entrepreneurs and investors (Healy & Palepu 2001, page 407). This problem can have serious implications for the economy and that lead to the solving of this problem by introducing ‘contracts’ between entrepreneurs and investors. It can be regarded to as the agency problem (Groot 2006, page 64). 

These ‘contracts’ can include incentives for the entrepreneurs for disclosing more information to the investors. Over the years disclosure has been more and more regulated to strive for a uniform type or reporting, to solve the information problem. Still managers are likely to make a trade-off between accounting decisions and disclosures when communicating the firm’s performance to the investors (Healy & Palepu 2001, page 420). These disclosures include the voluntary kind as well. Motives for voluntary disclosure have been extensively studied and they are:
· Capital market incentives: Management of a firm will voluntarily disclose information of their firm to reduce the cost of capital. Voluntary disclosure is to ensure that the perceptions of the investors are aligned with the management. Managers have the ability to reduce the cost of capital, by reducing any information risk that exists; this is achieved through voluntary disclosure. (Healy & Palepu 2001, page 421)

· Corporate Control incentive: The board of directors in a given firm usually holds managers accountable for the stock performance. Managers try to justify poor stock performance to prevent them from losing their jobs and receiving a bad evaluation (Healy & Palepu 2001, page 421). Poor stock performance can be the effect of various different factors, such as the financial crisis. In these times of economic downturn, managers would disclose more information according to Healy & Palepu’s (2001) study. 
· Stock compensation incentives: Managers can be rewarded using stock compensation plans, such as stock-options plan or stock appreciation rights
. Management use in this case voluntary disclosure to increase their firm’s liquidity, when interested when trading their stock holdings. Also they can use it to correct any perceived undervaluation. Managers, who are acting in the interest of their shareholders, use voluntary disclosure to reduce any additional cost associated with stock compensation plans for new employees (Healy & Palepu 2001, page 422).
· Litigation cost incentive: This incentive has been previously mentioned (2.2.2 Legitimacy theory). The threat of litigation can come from a shareholder of a company, for inadequate or untimely disclosure of information can increase voluntary disclosure (Healy & Palepu 2001, page 422). On the other hand, it could also prevent managers from disclosing forward looking information, if management believes that the legal system penalizes the disclosure of forward looking information (page 433). 
· Management talent signalling incentive: “A firm’s market value is a function of investors’ perceptions of its managers’ ability to anticipate and respond to future changes in the firm’s economic environment” (Healy & Palepu 2001, page 424). Investors perception of the manager’s relies on whether or not the manager has received information on a timely basis, the more favourable their assessment will be of the manager’s ability to foresee future changes, thus creating a higher market value of the firm. 
· Proprietary cost incentive: It is widely believed that voluntary disclosure could harm a firm’s competitive advantage, however according to Healy & Palepu (2001) this incentive is reliant on the type of market/situation. Other cases such as firms with declining profitability and decline in the variability in their profitability are likely to disclose more information. 
The credibility of voluntary disclosure can be suspect, because of the assumption made manager’s act in their own interest and therefore use voluntary disclosure for self-serving purposes. This can be correct by third-party intermediaries and/or made into additional requirements to the financial reporting disclosure. Compared to the present risk reporting, the risk reporting can be seen as voluntary disclosure and the third-party intermediaries to SOX (2002) and the Code Tabaksblat (2003). The financial reporting requirements can be seen as the risk paragraph in the annual report of a publicly noted company. 
2.4 Risk Reporting

This paragraph will explain the phenomena known as risk reporting. This is one the main parts of this thesis and therefore needs to be extensively discussed. Risk reporting as the name describes is reporting about the firms’ risks. Every firm faces a different amount of risk and reports differently about them. Risk reporting can be split up into three different categories internal, external and intermediate levels between the two (Lajili & Zeghal 2005, page 128). The internal type is the sharing of information between management and employees about, which is informal and usually takes the form of internal meetings and updates (Lajili & Zeghal 2005, page 128). The intermediate type is the communication between in the internal and the external kind; it is intended to reassure the board of directors on the management’s control measures and results in handling risk related issues. (Lajili & Zeghal 2005, page 128). This research will solely focus on the external kind, which is found in the annual report. 

Since the introduction of the corporate governance codes such as the Code Tabaksblat and the Sarbanes Oxley act 2002, risk reporting has become an essential part of the annual report of stock listed companies. Therefore a number of terms will be explained first, to shed some light of the subject. 

2.4.1 Definition Risk 

Risk
 an everyday common term used by most people speaking the English language can be described as the possibility of something hazardous or malicious happening. Risk can lead to both opportunity and danger (Sadgrove 2005, page 3), it depends how a given firm addresses the risk.

One study differentiated between business and information risk (Meijer 2003), but in this thesis the definition of risk that will be used, is the business risk. Information risk can be described as the risk of misinterpreting information. This type of risk will not explicitly be analyzed, because the measured quality of the risk reporting reflects upon this risk and therefore will not be further discussed. 

Business risk can be split up into two categories; entrepreneurial and non-entrepreneurial (Sadgrove 2005, page 3). Non-entrepreneurial risk can be described as the risk of fire, pollution or fraud. The risk that of something malicious happening, which is not the cause of business practices (Sadgrove 2005, page 3). Entrepreneurial risk can be described as the risk that something bad or good happening from business related transactions and operations. For instance if a company introduces a new product into the market and it fails, it is the risk the company took. 

2.4.1.1 Business Risk Model

Business risk can also be split up into various categories; the differentiation used in this research will be the same as the one used in the Linsley & Shrives (2006) study (appendix A), which can also be found in the business risk model published by PricewaterhouseCoopers (2002). The categories are: Financial risk, operations risk, empowerment risk, information processing technology risk, integrity risk and strategic risk. 

Financial risk
 can defined as the risk that a given firm cannot meet its financial obligations; this category can be split up into sub categories: Interest rate a financial risk is known as the movements in the interest rate that can affect the firm’s borrowing costs, investment yields or asset values. The exchange rate risk is the chance that a firm is exposed to volatile exchange rates that can cause economic and accounting losses. Commodity risk is the risk that can cause losses for a firm reliant on commodities, due to fluctuation in price, which can lead to lower margins or trading margins. Liquidity risk is the risk that a firm is in able to meet its cash flow obligations in a timely manner. Credit risk, is the risk that a firm cannot acquire financing due to bad credit rating or pay off its obligations.  (PricewaterhouseCoopers, 2002)

The next main category is the operations risk
, this can be described as the risk that the firms operations fails to meet its objectives. This category can also be split up into subcategories such as customer satisfaction, which is the risk that the lack of focus on the customers’ expectations threatens the firm’s capacity. Compliance (Regulatory and other) risk can be described as the risk a company faces as the result of not complying with rules and regulations. Another risk under the same category is the product development risk, this is the risk the firm does not develop a product to meet the customers’ needs/wants. There is also the efficiency and performance risk, which is the lack of efficiency and performance that could threaten the firm’s capacity to produce goods at a competing level in the market it operates. Sourcing risk can be best described the lack of resources affects the ability to produce the required goods at timely/efficient/high quality basis. Another one is the stock obsolescence and shrinkage that is when a firm does not possess stock to sell, which in turn means the risk of not making revenue. Product and service failure risk is due to faulty product or service, firm faces the risk of extra cost and/or loss of market share. Environmental risks are activities harmful to the environment with consequences that could harm the firm’s image. Health and safety risk are activities that put the health and safety of employees of a firm at risk. Brand name erosion is the risk that the company’s activities erode the brand name that is of importance to the company. “Business interruptions stemming from the unavailability of raw materials, information technologies, skilled labour, facilities or other resources threaten the firm’s capacity to continue operations.” (PricewaterhouseCoopers, 2002)

Empowerment risk
 as the definition describes is the risk that employees are not properly led or controlled, this means is that they then act upon themselves and thus leading to the risk that the management loses control over its employees. This risk category as the previous ones can be split up into various types. The first one is called leadership risk is the risk of a lacking leader or leadership on its own, which can lead to lack of motivation, loss of direction, non existing customer focus and the management’s credibility takes a toll. Outsourcing risk is the risk a firm takes in handing over certain responsibilities to another firm that doesn’t meet expectations/objectives. Performance incentives risk is when the employees or management receive the improper amount of incentives that influences the performance. Change readiness risk is when the people within a firm are unable to implement new system or product quickly enough. Communications risk the risk that messages are improperly communicated that can lead to an inconsistency with authorized responsibilities and established performance measures. (PricewaterhouseCoopers, 2002)  
Information processing/technology risk
 is the risk that the IT does not meet expectations and/or not operating in the manner intended, which can lead to a misappropriation of assets, exposing the firm inability to sustain critical processes. Integrity risk, a sub category, is the risk of insufficient and/or improper authorization/transaction controls that can be inaccurate. Access risk is the risk of unauthorized access to data. Availability risk is the risk that the data in unavailable as the time it is needed. Infrastructure risk is when a given firm’s infrastructure does not meet the requirements to harbour equipment needed to process the firm’s data. (PricewaterhouseCoopers, 2002)

Integrity risk
 is the risk of fraud or any other unauthorized occurring within the firm by management and/or employees that can lead to a loss in reputation. The subcategories are the same as mentioned here; there is a risk that the management or employees can commit fraud. This could lead to the misappropriation of assets. Or an illegal act can lead to litigation or other consequences following an illegal act. Fraud or an illegal act can be harmful to a firm’s image and lead to a loss in their reputation; certain firms (e.g. assurance firms) need this reputation to be able to operate in the market. (PricewaterhouseCoopers, 2002)

Strategic risk can be defined as the risk when the strategy laid out does not coincide with the firm’s goals and objectives. Environmental scan risk one of the categories, is the failure to monitor the external environment surrounding the firm. Industry risk is the risk the industry in which the firm is operating could be viable for long term plans. Business portfolio risk is the risk of relevant information that allows management to properly prioritize products or balance its businesses in a strategic context in order to optimize its performance. Competitor risk is the risk that the competition could impair the firm’s ability to complete or even exist. Pricing risk is a common risk among businesses, this is the risk that the pricing in the market affects the firm’s ability to function in a normal manner and meet it objectives. Valuation risk is when the firm’s assets are not valued properly and thus leads to improper decision making. Planning risk is when the planning process threatens the information flow and the firm’s capacity to formulate business strategies. Sovereign/political risk is when the political actions that could threaten a given firm’s recourses and/or cash flows. Life cycle risk can be described is the risk a firm faces when there a lack of information regarding the product that impair could the management’s decision making ability to properly make adjustments according to the situation.  Measurement risk; lack or non existent performance measures that are inconsistent with the firm’s strategies and could possibly impair the ability to execute the firm’s strategy. “Pension fund risk; Incomplete and/or inaccurate information pertaining to compensation and benefits (i.e. pension plans, deferred compensation plans, retiree medical plans, etc.) may preclude the firm from meeting its defined obligations to employees on a timely basis and result in a loss of morale and reputation, work stoppages, litigation and additional funding requirements.” “Taxation risk: Failure to accumulate and consider relevant tax information may result in non-compliance with tax regulations or adverse tax consequences that could have been avoided had transactions been structured differently.” (PricewaterhouseCoopers, 2002)

2.4.2 Risk Disclosure

Risk reporting
 can be described as the disclosure on potential risks or risks taken. Firms report on risk, to meet the information needs setup by the governing bodies. The management boards of Dutch stock listed firms are required to declare in the annual report: 
“that the internal risk management and control systems are adequate and effective and shall provide clear substantiation of this” (Code Tabaksblat 2003, II.1.4). 

2.4.2.1 Why risk reporting?

As previously mentioned, risk reporting stems from the need for non-financial information, this has lead to the development of risk reporting (see chapter 2). Meijer (2003) researched the possible advantages/disadvantages of risk reporting to further explain why one should report on risks. 

· One such advantage is: “By reducing information asymmetry and estimation risk, risk reporting may decrease the firm’s risk premium demanded by the investors and decrease the firm’s cost of capital” (Meijer 2003, page 110, Dobler 2005, page 2). Decrease in the firm’s cost of capital indicates the need for non-financial information.  

· Another advantage is the improvement in the relationship of the firm and the investors. Also investors can gain more knowledge of the firm and develop confidence in the firm. (Meijer 2003, page 110)

· Risk reporting has one more advantage, it is known to have a positive effect on the internal controls of a company. (Meijer 2003, page 110).

There are also disadvantages when reporting on the risks. 

· The disadvantage of risk reporting is the increased possibility of a lawsuit; this could in turn also ruin a firm’s reputation. (Meijer 2003, page 111)

· Another disadvantage is the loss of competitive advantage, firms disclose forward-looking information that could possibly contain sensitive information that competitors could profit of. (Meijer 2003, page 111).

2.4.3 Risk Management Framework 

Before one can report on risks, one must manage them first. The Committee of Sponsoring Organizations (COSO) was established in 1985 to sponsor The National Commission of Fraudulent Financial Reporting, it was a private sector initiative to study the factors that can lead to fraudulent financial reporting.
 In 1992 they developed the Integrated Framework for internal controls, which can be described as guidance for designing and implementing effective internal controls. In the Code Tabaksblat it is stated: 

“It would be logical for the management board to indicate in the declaration on the internal risk management and control systems what framework or system of standards (for example the COSO framework for internal control) it has used in evaluating the internal risk management and control system.” (Code Tabaksblat 2003, II.1.4)

Since then COSO has introduced other frameworks, but the one relevant to this research is the Enterprise Risk Management (ERM) – Integrated Framework (2004). Enterprise Risk Management can be defined as followed: 
“Enterprise risk management is a process, effected by an entity’s board of directors, management and other personnel, applied in strategy setting and across the enterprise, designed to identify potential events that may affect the entity, and manage risk to be within its risk appetite, to provide reasonable assurance regarding the achievement of entity objectives.” (COSO 2004) 
The definition of ERM has purposely written in with a broad perspective as it gives every type of firm their own interpretation of the guidelines in order to achieve effective risk management. According to COSO this framework to help entities design and implement effective enterprise approaches to risk management.
  
“The underlying premise of enterprise risk management is that every entity exists to provide value for its stakeholders.” (COSO 2004) 
The framework was introduced to provide firms with a uniform model for their risk management, and it provides management the tool to increase value of the stakeholders. As mentioned before risk provides a firm with opportunity and uncertainty, ERM provides the management of a firm a way to deal with risk associated with opportunity and uncertainty (COSO 2004). The increase in value of the stakeholders can be done by following the ERM’s prescribed guidelines. The COSO Cube provides an overview of the objectives, components and the entity’s units. To further explain this, one must first take a look at the COSO Cube (Figure 2.1): 
[image: image2.emf]
Figure 2.1 COSO’s ERM Model (COSO, 2004)

The top represents the objectives that are aligned with the established mission or vision of the entity. The objectives are: 

• Strategic – high-level goals, aligned with and supporting its mission
• Operations – effective and efficient use of its resources

• Reporting – reliability of reporting

• Compliance – compliance with applicable laws and regulations. (COSO, 2004)
The horizontal level is front represents the components of the Enterprise Risk Management, that are supposed to reflect the way the management is supposed to run an enterprise. The components are: 

• Internal Environment – The internal environment as the name described is the environment of the organization itself in the sense to how the organization views risk, which includes the risk management philosophy and risk appetite, integrity and ethical values. The sum of it all can be seen as the tone an organization sets. 
• Objective Setting – Objective setting lye’s at the heart of every organization, the management sets objectives before achieving their goals. ERM prescribes that the management should set these objectives in line with the organization’s vision and risk appetite.

• Event Identification – Events that can affect the entity’s objectives have to be identified, both internal and external. These events have to be distinguished into risks and opportunities, the latter should be channelled back to management’s strategy or objective-setting processes. 
• Risk Assessment – Risks are indentified, analyzed and determined they should be managed. 

• Risk Response – The management’s responsibility is to avoid, accept, reduce, or share risk and develop a set of actions to align these risks with vision and risk appetite of the entity.

• Control Activities – Activities to help ensure that the risk responses are carried out effectively. 

• Information and Communication – Relevant information is identified, captured and communicated to individuals, to carry out their responsibilities. Communication is at its best when it flow down, across and up the entity.

• Monitoring – The whole enterprise risk management is monitored; this is accomplished by the ongoing activities, assessments and/or evaluations. (COSO, 2004)
The combination of the objectives and components implemented effectively in every part of the entity is known as effective enterprise risk management. Every entity differs in the implementation of the eight components, because they differ in vision and risk appetite. When the ERM is effective the when boards of directors and management have reasonable assurance that the firm’s operations objectives are being achieved. “..one cannot manage risks if one does not characterize them to know what they are, how likely they are, and what their impact might be.” (Wu & Olsen 2008, page 74). Risk reporting is reliant on risk management, that is why it is important to acknowledge this risk management framework. 

‘

“Recent financial disasters in financial and non-financial firms and in governmental agencies have led to increased emphasis on various forms of risk management..” (Wu & Olsen 2008, page 25)

This quote is another indication to what can be expected from this research, but this will be elaborated on in a later chapter. In either case a framework for effective risk management provides the stakeholders with an effective representation of the risk information, because it is based on a widely accepted and implemented framework. In this time of recession its importance is magnified. 
2.5 Rules & Regulations
Within the world of risk reporting there are governing bodies mandating the publicly noted companies. Corporate governance codes such as the SOx (2002) and the Code Tabaksblat (2003) are relevant to this research, since the focus is on Dutch stock listed companies. 
2.5.1 Code Tabaksblat (2003)
The Code Tabaksblat was introduced the Netherlands in 2003, that lays down principles of good governance and best practice provision (NIVRA, 2007). Dutch stock-listed firms are required to disclose information for instance about the reward system of the board of directors. 
“One of the main principles of the code is the management board’s responsibility to maintain adequate and effective internal risk management and control systems.” (NIVRA 2007, Page 3) 

Dutch listed companies are required to apply the ‘code’ (BW 2:391). Dutch listed companies are obligated to ‘comply’ or ‘explain’ why they didn’t no apply one of the best practices. There are two best practices relevant to risk disclosure and risk management are II.1.3 and II.1.4. In the best practice II.1.3 states that a company should employ a suitable risk management and control system. As a part of the risk management and control system, a company should conduct:
“(a) risk analyses of the operational and financial objectives of the company; and (d) a system of monitoring and reporting.” (Code Tabaksblat 2003, II.1.3) 
This best practice is relevant to this research, because it obligates (a) companies to perform risk analysis of the operational and financial objectives and (d) implement a system of monitoring. 
The Code Tabaksblat also requires management to disclose in the declaration on the risk management what framework it has used in evaluating the internal risk management and control system (Code Tabaksblat 2003, II.1.4). It is therefore widely recognized and should be taken into account when analyzing risk disclosure (Diekman 2005, page 513). This best practice also has an influence to how risks are reported: 

“The supervisory board shall discuss at least once a year the corporate strategy and the risks of the business, and the result of the assessment by the management board of the structure and operation of the internal risk management and control systems, as well as any significant changes thereto. Reference to these discussions shall be made in the report of the supervisory board.” (Code Tabaksblat 2003, III.1.8)
This is relevant to this research, because it has a significant influence on the quality of the risk reports, because these best practices obligate companies to analyze and report on the risks they face. 
2.5.2 SOx (2002)
The Sarbanes-Oxley act of 2002 (SOx) required by the Security Exchange Commission (SEC), that all U.S. public companies must abide by this rule. Dutch listed companies are not obliged to follow these rules, but are not restricted from abiding by them. Companies that are duel listed such as Royal Dutch Shell, Ahold and other companies are required by the SEC to abide by these rules. Section 404 of the SOx (2002) requires the annual report to contain the following: 

“(1) state the responsibility of management for establishing and maintaining an adequate internal control structure and procedures for financial reporting; 

 (2) contain an assessment, as of the end of the most recent fiscal year of the issuer, of the effectiveness of the internal control structure and procedures of the issuer for financial reporting.” (SOx 2002, 404a) 
This overlaps with what is stated in the Code Tabaksblat (2003), the management’s responsibility to maintain and report on internal controls. Section 404 also mandates companies to report on the assessment made of their internal controls (SOx 2002, 404b). 

2.5.3 Article 391, Part 9, Book 2 of the Netherlands Civil Code
This law has been mandated to Dutch listed companies; it prescribes an entity to also pay attention the management of risks related to significant transactions. The entity should address any risks it has taken regarding; price-, credit-, liquidity- and cash flow risks. The auditor auditing the entity also checks whether or not the entity has abided by this rule. Given that annual reports are the information source of this research; this law has an impact on the quality of risks reported. Governing bodies mandate it and independent auditors evaluate it, providing certain amount of assurance on risks reported. 
The risk paragraph in the annual report usually contains elements on risk management. That is why it is relevant to understand how and where the elements come from, because the risk paragraph is important to the analysis to this research. 
2.6 Measuring Risk Disclosure

This paragraph will discuss the different disclosure models that exist. There are different ways to measure the quality of the disclosed information. The information about the various risks disclosed is not numerical. However there are different types of models that have a valuation system, some of them assign numerical values to the disclosed information. The question then arises; what are the metrics of the disclosure models? This chapter will illustrate the different models involved analyzing non-financial disclosures.

2.6.1 Measuring Disclosures

Healy & Palepu (2001) provided a framework in which the managers’ reporting and disclosure decisions in a capital market setting can be analyzed. Healy & Palepu (2001) also mentioned that it was difficult to determine the quality of voluntary disclosure. Core (2001) however said that establishing how information asymmetry affects the cost of capital is a step in the right direction. It was particularly important in determining whether information asymmetry affects expected returns. Another important point he made was that the creation of more precise measures is needed. For instance the information asymmetry component can be related to the cost of capital. Finally he stated that the usage of technology (computers) could lower the cost of disclosure indices (Core, 2001, Page 253). This was a way of tracking the quality of disclosure. 

2.6.2 Various Methods

Till now these were the different approaches that were mostly used when sizing up the quality of narratives in annual reports.
2.6.1.1 Subjective Ratings

The first approach was the subjective ratings approach. This approach is the use of analyst disclosure quality rankings. The Association of Investment Management and Research (AIMR) in the U.S. used this approach, which they discontinued in 1997. This approach has been criticized of being based of the perceptions of the analysts, rather than direct measures of actual disclosures. Also it has been criticized to lack clarity as to whether the analysts on the panels take the ratings seriously, unclear the way firms were included and potential biases from the analysts Beattie et al. (2004, Page 208)

2.6.1.2 Disclosure Index Studies

The next type of method used was called disclosure index studies. Disclosure index studies use the assumption that the amount of disclosure equalled the quality of disclosure. The approach has different characteristics. The first type being binary/ordinal measurement of items, binary measurement is checking the presence/absence of an item, while ordinal measures the frequency of the items. Another type would the weighted/un-weighted index, here where the values of the items are ‘weighed’; it’s usually a survey to determine the importance of specific items. The next type is the nested/un-nested items; here is where items can be grouped into hierarchical categories. The indices provide a measure of the quantity of disclosure rather the quality of disclosure (Beattie et al., 2004, Page 210).  


Berreta & Bozzolan (2004) developed a framework using disclosure index studies. They used it to analyze risk communication and also developed an index to measure the quality of risk disclosure. They stressed the importance of what is disclosed, rather than how much is disclosed. They concluded that the size of a company or the sector, in which it operates, does not have a significant influence on the amount of disclosure (Berreta & Bozzolan 2004, Page 282). 

2.6.1.3 Textual Analysis

The last type is referred to as textual analysis, this can be split up into three sub-categories. The first being thematic content analysis, this form of research is based reviewing the content of accounting narratives. The themes of studies is given importance and recorded into units that are analyzed. A prescribed list of detailed disclosures that is unique to each industry should be examined (Beattie et al 2004, Page 206). The next sub-category is the readability studies; the difficulty of the text is quantified and the readability formula Flesch index is used to analyze it. Scores are later on benchmarked to other scores, to compare the degree of difficulty. Linguistic analysis is also another type of textual analysis. Here a texture index is used that captures a much richer set of characteristics than readability formulas. 
2.6.1.4 Content Analysis

Content analysis based on the previously mentioned methods is an important tool in social sciences (Beattie et al. 2004). Content analysis involves the classification of text units into different categories. For valid inferences, the classification procedure should be reliable and valid. Content analysis can either computer-aided or human-coded. Computer aided content analysis has the advantage, because it permits the quantitative assessment of achieved reliability. The coding of text permits statistical analysis of the data that can be analyzed more efficiently. 
In 1994 the AICPA published a report: “Improved Business Reporting – A Customer Focus”
 This report has spawned all the models that followed after. The central point of this report was to stress importance of business reporting, which is information besides financial reporting, such as operating data and forward-looking information. As the title already implies, the information needs of the stakeholders were set as the point of attention. The report focussed on a broad perspective of financial reporting (financial data, operating data, management analysis, forward-looking information, information about management and shareholders, objectives and strategy, description of business and industry structure) (Beattie et al., 2004, Page 206). The conclusion of the report were that the following aspects needed to be improved; business reporting, financial statements, auditor involvement and the reporting environment.
 The report focused on every aspect of business reporting, but it set a standard to the more specific models of today. The report identified the importance on non-financial information disclosed and identified the quality of this information, which was recommended to be improved upon.

The Jenkins report was a broad perspective on how financial and non-financial should be disclosed. The Beattie et al. (2004) study proposed a manner in which a comprehensive descriptive profile and metrics for disclosure quality attributes was studied. Beattie et al. (2004) had a more precise idea on how the quality could be measured, which was based on the model from the Jenkins report. 

The methodology of the Beattie et al. (2004) model is based on content analysis. It overcomes the shortcomings of previous models (one-dimensional) by being multi dimensional (Beattie et al. 2004, Page 215). The narratives analyzed are the voluntary disclosures of an annual report of a given company. This data was analyzed using the software package QSR NUD*IST. The text is coded according to the four dimensional framework. The four categories that were distinguished were; time-orientation, financial/non-financial, quantitative/non-quantitative and Jenkins oriented. The coding process consisted of five stages (see Beattie et al. 2004, Page 219-220). After this the disclosure profile was formed for each company. ‘For each unit of analysis (company or sector), key data was extracted from NUD*IST using command files and transferred to Excel spreadsheets for further analysis. Essentially, for each unit of analysis, a data matrix was produced that shows the number of text units falling into each of the possible category combinations. The results of these analyses can be portrayed either in tables or graphs.’ (Beattie et al. 2004, Page 220-221). Beattie et al. (2004) used benchmarks to make comparisons between companies. 

NVivo is the update on the previously mentioned software known as NUD*IST and is also computer-aided content analysis. This software can be used for qualitative research. Therefore a brief overview of it capabilities will be discussed. NVivo provides the same tools as NUD*IST, but it is the updated version that provides more compatibility with various file types and sources. Just as NUD*IST, the data to be used has to be ‘coded’. Phrases can be coded into ‘nodes’ (Bazeley & Richards 2000, page 25) that can be seen as a subject/theme. These nodes can be given attributes (Bazeley & Richards 2000, page 41. This software allows the users to analyze documents using the qualitative data analysis approach. The software allows the user to get statistical analysis of the data at an instant. Although this method provides the efficiency and ease of a computer it has been regarded as ‘impression analysis’ (Welsh 2002). Because it lacks details and scrutiny on how the process is carried out (Welsh 2002, Page 3). Welsh (2002) concluded that both manual and electronic tools are both useful. 

The following steps need to be taken when performing a content analysis using NVivo 7 according to the university Iowa.  

1. Create a project; start the software and create a new project

2. Gathering Data; The data sources can be defined such as .txt files, rich text files or Word (.doc) files

3. Creating nodes (codes); these codes represent the various themes a use is willing to explore. For instance, this could include financial risk, operations risk or strategic risk.

4. Simple coding; this involves the selection of pieces of data and sorting it out according to its node. 

After taking these steps the user can access various tools, which can display the relationship between nodes. Other options include; a user can perform a query to determine patterns in a document(s). There are also possibilities to display relationship between these nodes through matrices. A node can be described as a theme. Another option is the creation of model(s) to display the connections in the data. The software provides the user with visual representation of the analyzed data and therefore the relationship between nodes and models can be more apparent.

In sum, through the coding process in NVivo one can retrieve data of an amount of documents easily than conducting this by hand, providing an overview of the entire research with a mouse click. Past studies relevant to this research used these methods for their study. Because this research contains elements of those studies it is important to address the various possibilities in researching risks. Nvivo could have possibly been used, but due to time constraints and the lack of proper training. Even though it is possible to gain an understanding of these methods through self study, the lack of proper training can seriously impair the integrity of the results, thus impairing the integrity of the research.  
2.7 Summary 

In sum the stakeholders’ theory is an extension of the political economic theory, which is again the result of the positive accounting theory. Positive accounting theory can be defined as; a theory that is focused on the relationships between the various individuals involved in providing resources to an organization and how accounting is used to assist in the functioning of these relationships. Political economic theory stems from the PAT, can be described as the social, political and economic framework within, where human life takes place. Legitimacy theory as its name describes, tries to describe why organizations operate within the norms and bounds of their respective societies, basically keeping their activities legit. The stakeholder theory consists of two branches, the ethical (moral) or normative branch and a positive (managerial) branch. The ethical branch of stakeholder theory states that all stakeholders have the right to be treated fairly, regardless of the stakeholder’s power in the organization. The managerial branch classifies the various stakeholders into different groups and sized up on the best way they can be managed if the organization is to survive. Risk reporting is related to the stakeholders’ theory, because as is previously mentioned, the stakeholders have influence over the content of the report.

Voluntary disclosure is the reason behind the disclosure of non-financial information. Voluntary disclosure, as the name describes is the disclosure of information on a voluntary basis, information that has not been mandated. In reality, there are entrepreneurs always have more information the investors, this problem is generally known as information asymmetry. Motives for voluntary disclosure have been extensively studied and they are; Capital market incentives, corporate control incentive stock compensation incentives, litigation cost incentive, management talent signalling incentive and proprietary cost incentive. Compared to the present risk reporting, the risk reporting can be seen as voluntary disclosure and the third-party intermediaries to SOX (2002) and the Code Tabaksblat (2003). The financial reporting requirements can be seen as the risk paragraph in the annual report of a publicly noted company. 
Before embarking on the path to analyzing risk disclosure, one must understand what risk is and how it is managed. Risk an everyday common term used by most people speaking the English language can be described as the possibility of something hazardous or malicious happening. Risk can lead to both opportunity and danger it all depends how a given firm addresses the risk. This research will solely focus on business risk. Business risk can also be split up into various categories; the differentiation used in this research will be the same as the one used in the Linsley & Shrives (2006) study (appendix A), which can also be found in the business risk model published by PricewaterhouseCoopers (2002). Risk reporting can be described as the disclosure on potential risks or risks taken. Firms report on risk, to meet the information needs setup by the governing bodies. Meijer (2003) researched the possible advantages/disadvantages of risk reporting to further explain why one should report on risks. Risks are managed in a certain manner; most companies use the COSO Enterprise Risk Management framework to manage their risks. Since then other frameworks and guidelines have been introduced, but the one relevant to Risk disclosure is reliant on risk management. A framework provides users of the information with a uniform presentation of this information.  This research is the Enterprise Risk Management (ERM) – Integrated Framework (2004). 
The Code Tabaksblat 2003, SOx 2002 and “Artikel 391 lid 3 Titel 9 Boek 2 BW” require entities to implement adequate risk management and control system. These firms must report their assessment of these internal controls and risk management. 
Studies conducted by various authors concluded that the measurement of quality of voluntary disclosures was difficult to establish. Although one author Core (2001) concluded that the quality of voluntary disclosures could be linked to the cost of capital. Various methods have been used over the years. The first one known as the subjective ratings, this approach is the use of analyst disclosure quality rankings. A popular example was the AIMR ratings system, which was discontinued in 1997. Critics stated the approached lacked clarity and were plagued by analyst bias. The next approach is known as the disclosure indices, here’s where the assumption is made that quantity equals quality. There are various ways to analyze the data; binary/ordinal measurement, weighted/un-weighted, nested/un-nested. The third approach is known as the textual analysis, which can be split up into three sub-categories. The first being thematic content analysis, this method can be described as the analysis of the themes of studies. FASB suggested that certain detailed disclosures are unique to the types of companies, which is a better measure of analyzing. Readability studies, is a measure to judge by disclosure on their difficulty according to the Flesch index. Linguistic studies introduce the text index, which captures richer characteristics than readability studies. Content analysis involved the coding of text, which can be performed computer-assisted or human coded. It classifies text into different categories. The Jenkins report laid a foundation to the Beattie et al. (2004) model. In 1994 it was released and stressed the importance of business reporting, operating data and forward-looking information. In short a descriptive profile must be made of the company’s narrative disclosures, before any assessment can be made of the quality. The basis of this profile is a four dimensional framework for the content analysis. Coding the topic and three attributes of the content, which is time orientation, financial/non-financial, quantitative/qualitative and Jenkins oriented is done in the analysis. NVivo can be used to conduct qualitative research and is also a form of computer aided content analysis. These methods, although available will not be used due to various reasons. 
Chapter 3: Financial Crisis
3.1 Introduction

The recent financial crisis as previously mentioned has caused a major economics downturn. The blame is yet to be determined, but the effects are visible. The economy was the victim of this financial crisis. The public sector has spent a ton of money trying to inject capital in to the economy. All this was caused by a series of bad decisions
 and bad investments. In this chapter the financial crisis will be discussed and explained to further causes and effects of the financial crisis. 

3.2 Subprime Mortgage

To explain this financial crisis one must understand the term subprime mortgage. A subprime mortgage is similar to a traditional mortgage with the difference being, that it is made out to borrowers with a low credit rating. Traditional mortgages are issues out to individuals with a certain credit rating, while subprime mortgages are issued out to individuals with a rating below 600
, unworthy of a mortgage. These loans have a higher interest rate than traditional mortgages, since they have a higher risk. As this form of lending popularized and amounts increased over the years it amounted to 20-25% of the housing market. Mortgage salesmen were paid on a commission for issuing out these mortgages, causing more and more people, unworthy of a mortgage, the ability to receive a loan. In 2006 interest rates unexpectedly rose up due to inflation. In 2007, approximately 6 million borrowers could not meet their obligations and pay back the loan. The borrowers expected a rise in housing prices and invested their money and expected to sell the house at a higher price. The interest rate rose in contrast to the demand to invest in real estate. The house prices in turn did not rise as expected, but instead declined in 2007. This led to mortgage defaults, causing the lending companies to lose money they invested. This got worse as the housing prices fell due to the increase in supply in the housing market and the decline in the demand for houses. The falling prices made the defaulting mortgages more costly for the lending companies, because in a market were the housing prices are at a rise, a lending company can sell the house if the mortgage defaults to cover its loss. That wasn’t the case in this situation. This was one of the root causes of the financial crisis. Other factors played an important role in the events that passed. 

3.3 Collateral Debt Obligation 

The lending companies borrowed money from banks to finance the mortgages. “The banks acted as an intermediary rather than taking these risks on their own books” (Felsenheimer & Gisdakis, 2008, page 21). Individuals with subprime mortgages foreclosed their house and were unable to meet their debt obligations to these lending companies. 
The lending companies mitigated their risk by issuing collateralized debt obligations, which can be seen as securities
. “US subprime RMBS tranches have structured into CDO’s, which have been purchased by institutions and funds worldwide."
 (Felsenheimer & Gisdakis, 2008, page 21). 

The risk was spread out to bank and financial institutions. Big name banks such as Morgan Stanley, Lehman Brothers invested in these investment opportunities and labelled them with a triple A rating safety rating
, providing these high risk CDO’s with an improper image as a safe investment. These big name banks were perceived to be trustworthy firms, hereby spreading the risk to other banks and institutions investing with these banks, which were either unaware of the risk or ignored, how risky their financial position was. 
The mortgage defaults resulted in banks all over the world having to write off these bad investments, thus deteriorating the assets on the balance sheets. The institutions and funds worldwide had to devalue their investments as a result of a decline in the value of the CDO’s and led the financial crisis (See figure 3.1) This diagram describes the relationship between the financial institutions, lending companies and the lenders. 
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Figure 3.1

Source: http://news.bbc.co.uk/2/hi/business/7521250.stm
3.4 Share price 
The massive write off, which occurred around the world to various financial institutions, resulted in a shortage of liquidity among these entities. The normal day to day business of banks includes the lending/borrowing of capital between these institutions. The shortage disabled banks from lending money out to other banks, and forcing banks to sell their assets as ‘mortgage bundles’. This also led to a further decline in assets. In sum individuals had been short selling
 shares of banks that further led in the downturn of the share price of banks. This in combination with the loss in consumer/investor confidence and the inability to raise capital caused the share prices to fall. This was the reason why the Dutch financial minister had prohibited short selling for a period of time (see § 1.1), to prevent the share prices of the banks from declining even more. Here is a diagram, depicting the stock market trend (01-11-2007 till 01-10-2008, Figure 3.2) of the largest indexes in the world all declining because of the financial crisis leading to an economic downturn. 
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Figure 3.2

Source: http://news.bbc.co.uk/2/hi/business/7521250.stm

3.5 Economic downturn

Subsequently the economic downturn followed the previously mentioned events. The subprime mortgages defaulted, bank/financial institutions invested in the CDO’s had to write off their assets, consumers/investors lost their confidence that led to a decline in share price. Investments and spending had declined, because individuals had to write off their investments. All of this led to the actual recession, which in turn led to more unemployment that again affected more mortgages to default and thus we refer to it as the economic downturn. 
“At the recent pace of payroll declines, averaging more than 400,000 per month, job losses will surpass that slump's 2.8 million drop in employment by February. What's more, that recession lasted 16 months. The current slump, which began in December 2007, is almost certain to last longer” (Cooper, 2009). 
The statement above is reflecting the current economic state in the United States of America, in the Netherlands the total employment is projected to be 475.000 for 2008 and increasing to 675.000 in 2010 as projected by the Dutch Statistics Office. The recession has caused companies to cut back on their employment. Unemployment weakens consumers spending, which is needed in times of recession. 
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Figure 3.3 Dutch GPD Jan 2006 till Jan 2009


   Figure 3.4 AEX-Index “past two years”
Source: Dutch Statistics Office 
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Figure 3.5 AMX- Index “past two years”

Figure 3.3 shows that the Dutch economy is heading into a recession as the GDP growth shows a decline of -0.6% for the period Jan 09. The AEX-Index (Figure 3.4) and the AMX-Index (Figure 3.5) has lost half of its value over the past 22 months, indicating the economics downturn. The interest rate (Figure 3.6) shows a sharp decline in response to the stagnating economy. All these signs indicate that the economy is in a recession. 
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Figure 3.6
Source: European Central Bank

The financial institutions were the first victims of this crisis, but the rest of the Dutch economy is also suffering the consequences. 
3.6 Summary 

The financial crisis was caused various factors. Firstly all the subprime mortgages were issued to individuals with an unworthy credit rating. Companies issuing these mortgages mitigated their risk by issuing CDO’s. These CDO’s in turn were bought up by well trusted banks and given a triple a rating that lead more banks/financial institutions investing in these bad investments. The mortgages defaulted, bank/financial institutions (world-wide) had to write off their assets, and consumers/investors lost their confidence, which lead to the economic downturn. This in sum is referred to as the financial crisis. Here a diagram explaining the entire crisis:
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Figure 3.7 Financial Crisis Spiral
Chapter 4: Past studies
4.1 Introduction
There were several past studies that examined risk disclosure; this thesis will be based on some of the elements of these studies. Studies have been conducted to measure the quality/quantity of risk disclosures, because risks cannot be measured in numbers. Methods have been developed to assist in converting the information found in risk reports into metrics, which are more comparable and easier to assign a measure of quality. 
Therefore it is essential to summarize the contents of these studies, to provide an insight on what lies at the base of the thesis. There were 4 relevant studies that will be summarized and analyzed. They are: Beretta & Bozzolan (2004), Linsley and Shrives (2006), Abraham and Cox (2007), Groenland, Daals and von Eije (2006). These articles contain certain similarities and the impacts of these results have aided in forming expectations for this research, this will be discussed in a separate paragraph. 
4.2 Beretta & Bozzolan (2004)

Beretta & Bozzolan (2004) wrote a paper on “A Frame for the analysis of the firm risk communication.”
 They constructed their own framework to analyze risk disclosure and also an index with which one can measure the quality of risk disclosure. Beretta & Bozzolan (2004) took a non traditional route by analyzing what exactly was disclosed, rather than analyzing how much of it was disclosed. 
The applied the framework to sample to non-financial companies operating in the ordinary market that is listed on the Italian Stock Exchange. To verify that their framework and index are not influenced by other factor, they used the OLS model.
 The framework they developed the quality of disclosure of dependent on the quantity and the richness of the information. 
The sample of the study was 85 non-financial companies listed on the Italian stock exchange. The choice made for the sample was based on the fact that there were no regulations mandating companies to disclose information about their risks. Companies disclosed this information on a voluntary basis, which meant they could not be influenced in any way. They collected their data from annual reports, because it’s the most comprehensive financial report available to the public. The information collected was mostly from the MD&As.
 When they conducted the research the method known as the content analysis was used (see 2.6.1.1). 
To measure the quality of disclosure Beretta & Bozzolan (2004) implemented several dimensions to assign a score to the voluntary disclosure; the first dimension being the quantity of disclosure and the second, density of disclosure (page 272). The quantity (RQT) is known to be influenced by size and industry (272). The density (DEN) dimension is known as the relevance of risk information in the annual report. The disclosure of expected impacts of considered risks and the orientation of management were split up into; first dimension was depth and the second, outlook profile. The depth (DPT) dimension is the contents of risk information disclosed regarding the expected economic impact of the identified risks upon future performance (page 273). The outlook profile (OPR) dimension can be describes as how the management communicates his/her approach to deal with the identified risks (page 273). They depicted quality as the function of the dimensions mentioned above; 
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Figure 4.1

Source: Beretta & Bozzolan (2004) page 274
The results; 
“First, analyzed firms voluntarily disclose some information concerning their future strategies but avoid communicating about their expected impact, not only in quantitative terms, but even in economic direction (expected profit or loss). 

Second, voluntary disclosure appears systematically biased towards management’s self-justification of expected negative impacts: the rich disclosure of the expected limitations to business coming from new regulations is a clear symptom. 

Third, analyzed firms prefer to disclose management’s thoughts and expectations on the future rather than to communicate the decisions and actions taken in the realm of risk management. Therefore, by using the semantic properties of the disclosure to deepen the analysis, it is possible to deduce that analyzed firms are clearly oriented towards a policy of ‘‘formal disclosure but substantial nondisclosure’’ of the expected impact of risk factors on future performance. “(Page 279-280)
4.3 Linsley and Shrives (2006) 

The study by Linsley & Shrives (2006) objective was: “to ascertain the attitudes of institutional investors towards risk disclosure” (Page 388).Linsley & Shrives (2006) studied risk disclosures from the annual reports of 79 UK non-financial companies. 
The objectives of this research were to; “(i) test for a relationship between the number of risk disclosures and company size, (ii) test for a relationship between the number of risk disclosures and company risk level, and (iii) examine the sentence characteristics of the narrative disclosures” (Linsley & Shrives, 1996, Page 388). 

They study 79 UK non-financial FT-SE 100 listed companies at 1 January 2000. The content analysis was used to analyze the risk disclosure of the narratives of these companies. Numbers of sentences was used in the content analysis. The authors believed that the unit for analysis should be consistent for coding and counting (Linsley & Shrives. 2006, Page 393). In order to test the hypotheses the authors, measured key variables of each company; company size and level of risk. The company size was measured according to its turnover and its market value. The level of risk was measured through: gearing ratio, asset coverage, beta factor, ratio of book value of equity to market value of equity, Quiscore, BiE index and Innovest EcoValue 21 Rating Model (Linsley & Shrives, 2006, Page 394). Quiscore is an indication to whether a company is able to continue in the following year. The score is calculated using the following; product life cycles, competition, interest rates and other micro- & macro-economic factors (www.solent.ac.uk). BiE index is an environmental index that benchmarks companies against each other (www.bitc.org.uk). EcoValue 21 TM identifies environmental risks, management quality and profit opportunity differentials. These factors are usually overlooked using traditional methods such as equity analysis (www.innovest.com). 

The resulting evidence after testing; there was a significant association between the numbers of risk disclosures and company size. Also an association was found between the number of risk disclosures and level of environmental risk as measured by Innovest EcoValue21 Ratings. Although there was no relation found between the number of risk disclosures and five other measures of risk: gearing ratio, asset cover, Quiscore, book to market value of equity and beta factor. It was also uncommon to find monetary assessments of risk information (Linsley & Shrives, 2006, Page 387). 

4.4 Abraham and Cox (2007)

Abraham & Cox (2007) studied the relationship between the quantity of narrative risk information in corporate annual reports and ownership, and US listing characteristics. The objective of this study was to examine narrative risk disclosure from a broad perspective. The study investigates ownership and governance determinants or risk reporting. 
Their approach analyzed if the difference between executive directors and non-executive director had an influence on the narrative risk information. Secondly the relationship between UK firms that are dual listed in the US, and the amount of risk disclosed. The study also investigates corporate risk reporting is split up into business-, financial- and internal control aspects that correspond with three classes. This classification is used to investigate the determinants of the quantity of narrative risk information in the annual report for three types of reporting according to a set of corporate characteristics in the UK (Abraham & Cox, 2007, Page 229).
The sample was taken in 2002; the companies selected that were ranked 1-100 in a market capitalization weighted index, which is a part of FTSE-100. The content analysis was performed in the same manner as the Linsley & Shrives (2006) research. Their findings indicated that corporate ownership by long-term institutions is negatively related to risk reporting, while corporate ownership by short-term institutions is positively related to financial risk reporting (Abraham & Cox, 2007, Page 243). The study also indicated that the classes of board director reveal that executive and independent directors are both important to risk reporting. UK firms with US stock exchange listing do disclose more risk information within the UK annual report that non-US-listed UK firms (Abraham & Cox, 2007, Page 244).

4.5 Groenland, Daals and Von Eije (2006)
Groenland et al. (2006) studied the characteristics of the risk paragraph and the influence of these characteristics on stock revenue. Their goal was to find out whether the new transparency has an influence on the stock market. 
They studied the annual reports of 125 Dutch publicly noted companies listed on the Euronext. They analyzed the risk paragraph using the following questions:
· Does the annual report contain a reference to Corporate Governance?
· Does the annual report contain a risk paragraph?

· Does the firm mention their risk management and internal control system?

· Does the firm describe their risk management and internal control system? (Page 95)
They also analyzed the amount of pages dedicated to the risk paragraph, to study how much a firm reports on risk and risk management. Groenland et al. (2006) used the Deloitte Enterprise Risk Services 21 to distinguish between the several risk categories disclosed.
They conducted the analysis using a checklist system to examine which risks the companies disclosed information on and how in depth this information was. They used a regression model to examine if a relationship existed between the risk disclosure and the stock revenues.  

The results indicated that only 76% of the companies meet the full requirements on risk disclosure.  Most of the companies disclose information of their risk management and control system. The risk paragraph were on average 3,5 pages. The regression analysis did not find any significant relationship between the 21 disclosed risks and the stock revenues. 
4.6 Review of the studies
The similarities between the studies are of importance to the research, because this thesis is based on these past studies, therefore the expectations have been based on these studies as well. Therefore it is important to summarize the main topics, information sources etc. 

Topic:

All four studies review studies regarding the disclosure of risk information. Beretta & Bozzolan (2004) made their own framework on how to analyze risk disclosure and proposed an index with which one can review the quality of disclosure. They took the non-traditional route by not only looking at the amount, but also by reviewing what was disclosed. Linsley & Shrives (2006) researched the relationship between firm specific characteristics and the amount of risk narratives, trying to explain if for instance the company size. Abraham & Cox (2007) conducted a similar study, except they analyzed the ownership and governance with regard to the amount of risk narratives. Groenland at el. (2006) studied the characteristics of the risk paragraph and the influence of these characteristics on stock revenue. This research will also try to explain the relationship between the quality of risk disclosure and certain characteristics that can be used as proxies for the financial crisis. This study focuses on the quality of the risk paragraph of the annual report, combining elements from the studies mentioned above. 
Information Source

All of the studies focused on non-financial stock listed companies. The decision was made to leave out financials, because financials have a different reporting structure and would therefore interfere with the comparability of the sample. Beretta & Bozzolan (2004) studied Italian companies, Linsley & Shrives (2006) and Abraham & Cox (2007) studied UK companies, and Groenland et al. (2006) analyzed Dutch stock listed firms. All four studies collected data from the annual reports, although Groenland et al. (2006) focused solely on the risk paragraph of the annual report. This thesis will also solely focus on the risk information disclosed in the annual reports, but will only focus on the information disclosed in the risk paragraph.
Method
Beretta & Bozzolan (2004), Linsley & Shrives (2006) and Abraham & Cox (2007) used a content analysis to gain information about the risk disclosure, in the context of what was described and how much of it was described. Beretta & Bozzolan (2004) made a distinction between the quality and quantity of the disclosure, while the others focused only the quantity. Groenland et al. (2006) took a checklist approach to find out what firms reported on. All of the studies, except for Beretta & Bozzolan (2004) took corporate governance codes into account, because the rules and regulations in Italy did not mandate anything at the time. Berreta & Bozzolan (2004) checked specific risks. Linsley & Shrives (2006) and Abraham & Cox (2007) used the same business risk model. Groenland et al. (2006) used the Deloitte Enterprise Risk 21. Beretta & Bozzolan (2004) used the Kippendorf alpha to come to their conclusion. Linsley & Shrives (2006) as well as Abraham & Cox (2007) used the Wilcoxon test. Groenland et al. (2006) used a regression model to explain the relationship between risk disclosure and the stock revenue. 
The business risk model used in the Linsley & Shrives (2006) will also be used in this study to categorize the various risks identified. The Groenland et al. (2006) ‘checklist method’ will be used in combination with a regression model will be used to explain the various relationships.

Results & Expectations
The results varied with each study, because each of the studies had a different research goal. Although they all had one thing in common, each related the quantity of risk disclosure to certain characteristic. Beretta & Bozzolan (2004) found out that the communication of risk strategies were more likely rather than the expected impact of these strategies. Usually the voluntary disclosure biased towards self-justification of management’s decisions. At lastly, firms rather discuss information about the future rather than disclosing information about risk management. Linsley & Shrives (2006) found a significant association between the number of risk disclosure and company size, and also an association between risk disclosure and the level of environmental risk as measured by Innovest EcoValue 21 ratings. Abraham & Cox (2007) found that the corporate ownership by long-term institutions is negatively related to risk reporting, while corporate ownership by short-term institutions is positively related to financial risk reporting. Groenland et al. (2006) found that a risk paragraph is 3,5 pages on average and only 76% of their sample met the full requirements of risk reporting. Other than that they also indicated that there was no relationship to be found between the stock revenues and the risk disclosure. 
These results are important to this research, because the focus will lye on the quality of risk disclosure from annual reports and how it is affected by the financial crisis. Findings from the Linsley & Shrives (2006), Abraham & Cox (2007) and Beretta & Bozzolan (2004) are important to this research, because factors such as company size, level of ownership and industry type are likely to have an influence on the quality of the risk disclosure, these factors can be used as control variables. Groenland et al. (2006)’s measurement of risk disclosure can be used to measure the quality of the risk disclosure. Given that there is a difference in the method of research the Beretta & Bozzolan (2004) method to measure quality cannot be duplicated in this research. Although Groenland et al. (2006) indicated no relationship between stock revenue and risk disclosure; the financial crisis had a major impact on the economy and the stock market, so the stock price decline can have an influence on the measured quality of the risk reports. These past studies provide an insight to what can be expected from the research. 
Chapter 5: Research Design
5.1 Introduction 

This chapter will introduce the developed disclosure model alongside all the relevant information, which are: independent variables, hypotheses, measuring quality, sample selection, regression model and preliminary test. These variables, hypotheses and model will attempt to find an answer to our research question: 

“Will the quality of risk reporting of Dutch stock listed companies be affected by the recent financial crisis?”

The research methods of this thesis are illustrated in this chapter. The analysis of the risk disclosure will be a compilation of past studies with some added elements. The information source of this study is the risk paragraph from the annual report of Dutch stock listed companies on the AEX- and the AMX-index. The measurement of the quality of the risk information will be done using elements of the Groenland et al. (2006) study. A score will be assigned to a given company, according to a checklist method. This score will be tested against certain aspects of companies to examine whether the financial crisis has had an influence on it. 
The previously mentioned content analysis will be not used in this research, because the lack of proper training and understanding of the software can impair the results and integrity of this study.  

5.2 Measuring Quality of Risk Disclosure

The Groenland et al. (2006) study included a checklist of disclosures and how much was disclosed (see Appendix C); therefore it can be seen as a checklist to examine what is disclosed. They initially analyzed their sample by taking a closer look at what was disclosed and examined how this affected the stock revenue of the companies selected. This study will use the checklist part of the Groenland et al. (2006) approach to acquire the quality score of this the risk disclosure. This ‘checklist’ we be referred as the disclosure model. The risk categories used in this model will be based on the one used in the Linsley & Shrives (2006) study (Appendix A), because in their study they analyzed a wide variety of U.K., they selected certain risk categories in their analyses. Given that the disclosure model shall be applied on to companies from various sectors, the risk categories from the Linsley & Shrives (2006) study seems like a viable choice. The categories have been updated after a preliminary analysis (see Appendix B). 
5.2.1 Decision Rules for Risk Disclosure

First, quality is a relative term, it can be defined as; “the degree of excellence which a thing possesses” 
 To measure this quality a set ‘decision rules’ have to be set as guidelines. The decision rules are based on past studies and a preliminary research of the annual report. This research will try to replicate what Beretta & Bozzolan (2004) aimed to achieve, analyze what is disclosed, rather than how much. Therefore the following decision rules were developed for the disclosure model (see Appendix B):
1. Analyze whether category is mentioned (1 point)

2. Analyze whether category is elaborately explained (2 points)

3. Analyze whether category contains a graphical description(1 point)

Each category will be analyzed according to these rules; this can be seen as the quantitative part. The points mentioned represent the value to be assigned to the analysis of each company within the sample. The total score (see Appendix B) represents the quality of the risk report. The element of quality is implemented by assigning more points to companies who elaborate on each category, rather than just mentioning more risks. This elaboration will be based on whether or not the risk disclosure category meets the definition of that category discussed in § 2.4.1.1. Through preliminary research another category was added to the disclosure model; ‘risk profile’. Previous studies did not focus on whether or not a company discussed their risk profile, still it is an important part of the risk report, it provides an insight on a firm’s risk appetite and strategies, which is an added bonus in these uncertain times
. The risk profile (see Appendix A) category contains the following elements: Risk Management Framework, Risk Appetite, Internal Controls and Code of Conduct. Risk management framework (e.g. COSO) provides assurance to the user of the information, so it adds value to the risk reporting, because to identify risks one must manage them first. Therefore risk reporting is reliant on risk management. A description of the internal controls provides the users an insight how certain risks can be avoided. Risk appetite is also important, because first of all it’s a part of ERM and as was described before, risk can be an opportunity or a mishap. In these times of recession it adds value to the risk disclosure to describe the appetite, because the reader then has a better understanding how much risk a firm is willing to take, without having to read the entire report. These elements are slightly related to corporate governance, but they are also related to better risk disclosure. The total score will be obtained, by analyzing the risk disclosure in the risk paragraph in the annual reports using the disclosure model. The focus will be solely on the risk paragraph and how much quality it yields using the system mentioned above. 
5.3 Sample

The preliminary sample chosen for this research will be the companies listed on the AEX and AMX minus the financials. The reason for choosing listed companies is the fact that they all must abide to a certain set of rules in general and regarding risk reporting (Code Tabaksblat 2003, SOx 2002 & Article 391, Part 9, Book 2 of the Netherlands Civil Code). The information will be obtained from annual reports of these companies of the past three years, providing a population of 105. The financials have been left out, because they face specific risks that are not comparable to the rest of the population, this precaution has also been taken by previous researchers (see § 4.6). And other companies have been, due to mergers or failed to publish or the required financial information. It has been stated that an annual report is the “main disclosure vehicle”, so it is basically viewed as the most comprehensive financial report available to the public (Marston & Shrives, 1991) and will be used as the information source for this study. Also the choice goes out for the annual reports, because it has been signed by the auditor, thus relying on the auditor’s opinion that the annual report analyzed is free of any material misstatements and meet all of the GAAP requirements, thus excluding the task of controlling each report individually to examine whether or not it meets every requirement. Also implying that there will be no further checks as in what manner companies abide by corporate governance codes. Other sources are left out of consideration, due to the magnitude of the research. The hypothesis are different than the ones used in previous studies, the results will be less comparable. Although the control variables that will be used are based on the hypothesis used in the previous studies (Beretta & Bozzolan 2004, Linsley & Shrives 2006, Abraham & Cox 2007), those results might be comparable, but will have no added value to this study due to the research question. The actual sample list will be presented in chapter 6. 
5.4  Variables & Hypothesis

The independent variables and hypothesis are linked in this research. The following variables have been selected as proxies for the financial crisis. The selection for these variables has been based on discussions with the thesis coach (Achaibersing) and past studies (see § 4.6). In the introduction there was a brief overview given on the variables to be used in this research, they were D/E ratio, Asset Coverage, EBIT, ROA, the value of AEX/AMX index and the share price of each company at the end of the year. The hypotheses can be split up into three groups, market-based, profitability and leverage, three aspects for a listed firm. Market based aspect can be seen as the firm’s share price or the stock index in which that firms is listed on. The profitability and leverage aspects speak for themselves. All three hypotheses have been split up into two parts, it totals up to 6 hypotheses. 
5.4.1 Hypothesis 1
Share prices have plummeted these past two years as a consequence of the financial crisis, alongside the earnings of most companies. The financial crisis impacted the stock markets, because even bad news can impact the value of a firm’s share price, share price and indexes are very volatile can be influenced by external factors besides performance. Although most notably the AEX/AMX-index has lost half of its value over the past two years (see figure 3.4 & 3.5), proving that the financial crisis has in fact affected the Dutch stock markets. This is an essential part of the regression model to analyze the effects of the financial crisis on the quality of the risk disclosure; it leads to the first part of the first hypothesis. 
Hypothesis 1(a): There is a significant relationship between the AEX/AMX index and the quality of the risk disclosure from non-financial companies
The value of the AEX/AMX-index that will be used in the regression model will be the value of the AEX/AMX-index at the end of each fiscal year (2006, 2007 & 2008) minus the value of the share prices of the companies excluded.

The first hypothesis has been split up into two parts, because certain companies have been more affected than others by the financial crisis. Certain firms have been drastically hit by the financial crisis, while others remain less affected by the crisis because they produce goods/services that are less affected by the recession. In order to control this issue, another assessment must be made to examine how each company respectively has been affected by the financial crisis. It relates the quality score to each company. This leads to the second part of the first hypothesis
Hypothesis 1(b): There is a significant relationship between the share price of a company and the quality of their risk disclosure from non-financial companies. 
The value of this variable will be equal to a given firm’s share price value at the end of the fiscal year.

5.4.2 Hypothesis 2

Another assumption that is made is that the earnings of most firms have taken a hit, because of the economic downturn. Even though some companies (e.g. KPN) managed an increase in revenue (KPN Annual Report 2008, page 12), the net income decreased in 2008 in comparison to 2007 (KPN Annual Report 2008, page 79). In this case KPN was used as an example, but a lot of companies faced the same ordeal (Heineken, Philips, Vopak etc.). Big name companies are suffering a loss due to the recession; this is the reason why EBIT 
 will also be used as a proxy for the financial crisis, because its measures a firm’s profits over the past three years. Economic downturn should equal a loss in earnings. The choice has been made for EBIT, because it measures the income before interest and taxes have been paid. The downside to this variable is it neglects if a company that suffers from bad debt. The choice has also been made for EBIT instead of EBITDA
, because EBITDA can be best assessed by splitting up the components into EBIT, Depreciation and Amortization (Jean-Jacques 2002, page 197). A well known quote by Warren Buffet (2002) states: 
“References to EBITDA make us shudder. Too many investors focus on earnings before interest, taxes, depreciation and amortization. That makes sense, he said, only if you think capital expenditures are funded by the tooth fairy.” 
Another reason for using EBIT instead of EBITDA, the system of depreciation/amortization won’t be taken into account. Another choice to go for EBIT comes from a paper by Barber & Lyon (1996), where in they stated their preference for operating income (also known as EBIT) is because of the following reasons: 

“First, since operating performance can be obscured by special items, tax considerations, or the accounting for minority interests, we argue that operating income is a cleaner measure than earnings of the productivity of operating assets. 

Second, researchers often study corporate events that result in changes in capital structure (for example, leveraged recapitalizations). Such changes affect interest expense and, consequently, earnings net of interest expense, but leave operating income unaffected (assuming the capital structure changes did not affect the firm’s operations).” (Barber & Lyon 1996, page 364) 

Therefore choice for EBIT is made based on the reason mentioned above and it measures a firms earning in an objective way. Given that earnings have fallen over the past year due to the financial crisis, leads to the second hypothesis. 

EBIT = Operating Revenue – Operating Expenses + Non-operating Income

Hypothesis 2(a): There is a significant relationship between EBIT and the quality of the risk disclosure.  

Another performance measure used to indicate profitability of a firm is the ‘Return on Assets’ (ROA). This measure was studied by Barber & Lyon (2006) as mentioned before.  The return on assets is a widely used performance measure to compare firms to each other, unlike EBIT. The net income is skewed by dividing the average amount of assets over a year. The use for this variable reflects the same for reasons using EBIT, except EBIT excludes taxes and interest. Even though there is a separate control variable for the size of the company that include the total assets, it is of interest to this study to examine whether this has been affect by the financial crisis. The comparability between firms and over the past three years gives a better insight on a firm’s ability to generate earnings. ROA can therefore be seen as a profitability ratio. 
ROA = Net income / Average Assets for that year

Hypothesis 2(b): There is significant relationship between ROA and the quality of the risk disclosure.
5.4.3 Hypothesis 3

The D/E ratio and Asset Coverage were used in the Linsley & Shrives (2006) study; the results indicated no significant relationship between the amount of risk disclosure and these variables. The difference between the Linsley & Shrives (2006) and this study is the sample. Linsley & Shrives (2006) analyzed the annual reports of U.K. listed companies over a period of 1 year. Lower ratios indicate credit or solvency problems and could lead to issuance or more debt (Gildersleeve 1999, Page 98).  This study will focus on Dutch stock listed companies over a period of 3 years. In the past 3 years companies have experienced growth as well as a loss in equity. The financial crisis (also know as credit crisis) would have likely affected these ratios, because the firms with regard to this research would have likely experienced a change in their balance sheets. The D/E (Debt/Equity) ratio will be calculated by:

Total Liabilities / Firm’s outstanding Equity

The equity of a firm could decrease as the loss of profits due to the economic downturn. Or there could also be an increase in the Debt as the result of the inability to meet obligations as the result of a lack in liquidity (also a result of the crisis). Or the cost of capital can increase, making it difficult for firms to obtain or payback their loans. This leads to the first part of the third hypothesis. 
Hypothesis 3(a): There is a significant relationship between the D/E ratio and the quality of the risk disclosure

Asset coverage ratio has a similar approach, it measures whether a company is able to cover it obligations through its assets, after all liabilities have been satisfied. 
(Book Value Total Assets – Intangible Assets) – (Current Liabilities – Short Term Debt Obligations)

Tot debt Outstanding

In these times of economic crisis, this ratio depicts if a firm facing a large amount of uncertainties can continue on as a going concern that is why the intangible assets are deducted. Linsley & Shrives (2006) also used this ratio in their research, but with the same as the previously mentioned variable there was no relationship found. But the fact that the sample is going to be taken over a period of 3 years, different results can be expected. It is expected that most firms will likely indicate an increase in debt that is why this ratio is being used as a proxy for the financial crisis, which leads to the second part of the third hypothesis. 
Hypothesis 3(b): There is a significant relationship between the Asset coverage ratio and the quality of the risk disclosure. 

5.4.4 Control Variables

The independent variables are the one significant to this research, because the analysis of those variables will provide an answer to the research question. In order to achieve this with better results, control variables need to be introduced into the research. 

The first control variable to be used is the company size. The size of a company can influence the amount of risk disclosure; this was proven by Linsley & Shrives (2006). The assumption is made that larger companies facing more types and in general more risk will likely disclose more information about these risks. Elements of this research are related to the Linsley & Shrives (2006) study, giving the reason that the same results can be expected from this research. The company size will be measured by examining:

Total Revenue + Total Assets 
Past studies might have analyzed this differently, maybe only analyzing the Total Assets or Total Revenue, but this study is going to combine the two. Because some can argue that the amount of revenue in a fiscal year determines how large a firm’s operations are, because it displays the amount of economic value a firm can acquire. On the other hand the amount of assets displayed on the consolidated balance sheet can also be viewed as the economic value, which a firm posseses. 

The next control variable that will be added to this research is industry. Each industry has their own way of disclosing risks, because each industry faces different types of risks. Berreta & Bozzolan (2004) examined whether or not the type of industry has an influence of the quality of risk disclosure. This research borrows elements from that one as well, therefore it is interesting to examine if the type of industry is relevant to the quality of risk disclosure. Companies that invest a lot of their funds in Research & Development or have a lot of patents would likely report about the risks it faces when investing in certain technologies. For instance chemical companies face health and safety risks, while a retail company doesn’t really see this as a significant problem. Therefore the industry should have an impact on the quality of the risk disclosure. The type of industry will be classified according to the EURONEXT industry code classification. This variable will remove effects such as smaller companies in a certain industry that can report more than a larger company in another industry. 
	0001_Oil & Gas

	1000_Basic Materials

	2000_Industrials 

	3000_Consumer Goods

	4000_Health Care

	5000_Consumer Services

	6000_Telecommunications

	7000_Utilities

	9000_Technology


Source: www.euronext.com

The last control variable is the ownership structure. Abraham & Cox (2007) examined the ownership, governance, and US listing characteristics of companies in association with amount of risk disclosures. Their research revealed that the pattern of risk information in the annual report is dependent upon the form of reporting regulation that takes place. Abraham & Cox (2007) found a positive relationship between the types of board of directors and the amount of risk disclosure. Therefore the relationship between the ratio of independent directors to executive directors, and quality of risk disclosures will be examined. 
Amount of Independent Directors / Amount of Dependent Directors

Independent directors are usually part of a board of directors that is not part of the executive board. Independent directors are not employees of the company itself. Therefore they contribute by challenging the executive directors’ strategies and performance. This could affect the quality of risk disclosure. This means the sample will only include companies with two-tier board, because independent directors are a part of the supervisory board. A ratio is used, because larger companies might have more independent directors than smaller ones, so a ratio remove any effects of the size of the company, given that the company size is already a control variable. 
Another important control variable is to check whether or not a firm is dual-listed (Dummy variable). The choice for this control variable is based on my own observations. While conducting a preliminary research on the annual reports, a noticeable difference between the reporting styles, was when a company is dual listed. Dual-listed companies such as Ahold, Shell and a few others have more reporting requirements, because they are listed on the American stock Exchange, thus having to meet certain SEC requirements as well. In order to prevent a bias towards SEC listed companies, a distinction has not been made between SEC and non-SEC listed companies. 
The fiscal year is going to be used to differentiate three different groups of results, so to compare the three different groups with each other, rather than comparing everything with each other, this can distort the results.  

Here’s an overview of all the variables discussed. 

	Independent Variables

	· AEX/AMX – Index

· Share Price

· EBIT

· D/E Ratio

· Asset Coverage Ratio

	Control Variables 

	· Company Size

· Industry

· Ownership structure
· Duel-listed
· Year


Figure 5.1 
5.5 Regression Model 

The regression model will test and see whether or not the financial crisis has an influence on the quality of the risk disclosure. A regression analysis must be conducted to test out the hypothesis, to examine whether or not a significant relationship exists. First, a regression equation will be presented followed by a brief overview on the calculation involved. 
5.5.1 Regression Equation
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= AEX/AMX-index, valued on 31/12/200x; the value of the AEX/AMX-index when the         on the 31st of that year. The choice between AEX or the AMX will rely on which index the firm belongs to. 
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= Share price of firm, valued on 31/12/200x; the value of each firm’s share price on the 31st of 
that year
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= Company Size; Total Revenue + Total Revenue
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= Ratio ( Amount of Independent Directors / Amount of dependent directors
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= Type of industry according to www.ICB.com
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= Amount of Independent Directors / Amount of Dependent Directors; to measure the ownership structure excluding any influence of the company size. 
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= Dual-listed or not
5.6 Analysis

Through the regression analysis, certain elements obtained can assist in accepting/rejecting the hypothesis, which in turn can lead to a conclusion on the research. The important elements to this research are the R², ( and the p-value. The R² represents the correlation coefficient between the dependent variable and the independent variables. The higher the R² the stronger the association is between the variables. The quality of the risk disclosure will be obtained from annual reports for each year (2006, 2007 and 2008), this will be the dependent variable. The independent variables are the ones discussed in § 5.5.1. The p-value is of importance, because it represents the significance of the relationship between the dependent and independent variables. The statistical test shall be performed using the program SPSS. The p-value’s that are of importance are the following:

· P-value of the entire model

· P-value of each independent variable

The p-value of the entire model is of importance, because all the variables used in the model represent an important factor in the analogy of the quality of the risk disclosure. The p-value of each independent variable is of important, because one then examines whether that variable has a significant impact on the quality of risk disclosure, by testing the hypothesis. If the hypothesis hold, then the p-value should be less than 0.05, if not it is rejected. This means if the hypothesis holds, then a significant relationship exists between the quality of risk disclosure and the financial crisis. 

The (’s will be analyzed of each variable, to examine what kind of an association exists between the dependent and independent variables. In this case, if the (’s of the variable AEX/AMX-index and Share price turn out to have a significant association on the quality of the risk disclosure, it can then be concluded that the financial crisis has had an influence on the quality of the risk disclosure. There after the sign (+/-) needs to be examined of the (, to find out what the association is like; if the financial crisis had a negative or positive impact on the quality of the risk disclosure. 
5.7 Limitations
There are several limitations in the research design. Firstly, the information source that will be used has been narrowed down to the risk paragraph of the annual reports. Sustainability reports, quarterly reports, press reports and other sources of information will be left out. This method was chosen, because the research design would be too large and have to take too much information into account. The risks included in our model are based on a past study, not all types of risks have been taken into account. Also the risks are not weighed, each risk is considered to be equal. Certain risks are more frequent are generally could be more significant to a certain company, but to prevent any subjectivity of the research design, all risks are considered to be of equal importance. This was done to prevent any bias towards industries or companies.  

Another limitation is the fact the amount of times that each risk is mentioned in an annual report is not taken into consideration. Risks that are mentioned and are not part of the model are left out our scope. The validity of the disclosure model could be increased, by allowing more than one person to conduct the reviewing process. Another solution is a preliminary test to see if two different people reviewing the same report come up with the same results. 

The sample size is also very limited, because the focus is only on the Netherlands. A larger sample can be more representative. A specific model for each industry might provide better results. 
Another limitation is that earnings management is not taken into account, because there always exists a possibility of earnings management while disclosing financial information. 

Chapter 6: Research

6.1 Introduction

In this chapter the findings of the research will be presented. The methods mentioned in the previous chapter (5) have been used; the exact methods used will be presented in this chapter to provide an insight to how the research was conducted. 

6.2 Quality of Risk Reports

The annual reports were gathered using the database http://company.info, the annual reports of the past three years were readily available and ready for use. 

6.2.1 At first glance 
When analyzing the risk paragraph of the annual report, one must look for keywords such as; ‘Risk Management’, ‘Risk Factors’, ‘Risks or any other description indicating a section about the risks. Certain companies chose to merge their corporate governance section with their risk management section, while others separated the two. 
When comparing all the reports from a readability standpoint, it’s clear that how something is written is of importance when judging the quality. Some companies had a better way of presenting their risks, clearly differentiating between subjects, types of risks and describing examples. While others just presented blocks of text, making it sometimes difficult to obtain the point of the story. The same subject was sometimes discussed again, adding no further value to the information already obtained from the text. The layouts sometimes differed even though all of the firms report in accordance to the IFRS, making it difficult sometimes to locate the proper paragraph for analysis. 
Another notable observation is that companies have the exact same text as the previous year with certain additions and subtractions made in the following year. The annual reports of 2008 mostly had passages such as: 
“Philips’ business environment is influenced by economic conditions globally and in individual countries where Philips conducts business.” (Philips 2008, page 98)

“The current global economic downturn is impacting all of the economies and markets in which we operate.” (Ahold 2008, page 26)

“We will not be able to neutralize the effect of an economic downturn immediately, but we can show flexibility by bringing down cost levels and adjusting the product offering to changing demand, thus employing two instruments available to mitigate the negative impact.” (CSM 2008, page 41)
“Changes in the economic environment following the credit crunch has impact on our regular business activities and performance, in particular in the on-premise.” (Heineken 2008, page 47)

When analyzing the passages of the risk paragraph, everything that was disclosed was placed in one of the categories of the disclosure model. Also the graphical description category was also used when firms elaborated extensively on a subject or when representations of the risks were in table form or other picture like reference. The type of industry played an important factor in the results. On the whole companies mention one way or the other how the crisis has affected them. Notably smaller companies do not apply the COSO-framework; reasons for this can be researched in another study. 
6.2.2 Measured Quality

After using the method described in 5.2.1, here are the results:

 [image: image24.emf]Company Name 2006 2007 2008

AALBERTS INDUSTR 22 26 28

AHOLD KON 55 46 57

AKZO NOBEL 44 89 91

ARCADIS 22 32 25

ASM INTERNATIONAL 76 80 84

ASML HOLDING 59 58 69

BAM GROEP KON 47 49 54

BOSKALIS WESTMIN 39 38 45

CSM 30 35 61

DRAKA HOLDING 29 35 49

DSM KON 30 37 38

FUGRO 50 54 55

HEINEKEN 50 58 63

IMTECH 48 55 56

KPN KON 63 85 91

LOGICA 25 49 42

MEDIQ 56 61 63

NUTRECO 69 70 85

OCE 66 51 61

ORDINA 23 26 29

PHILIPS KON 77 88 94

RANDSTAD 47 56 58

REED ELSEVIER 21 38 45

ROYAL DUTCH SHELL 52 57 70

SBM OFFSHORE 63 68 80

SMIT INTERNATIONAL 70 62 76

TEN CATE 57 50 59

TNT 70 86 94

TOMTOM 52 62 67

UNILEVER 40 58 63

USG PEOPLE 31 25 43

VOPAK 46 48 72

WAVIN 42 35 47

WESSANEN KON 32 31 46

WOLTERS KLUWER 51 45 59


Figure 6.1 Observed Quality

But with few exceptions such as Nutreco, it goes to show that smaller companies also have high quality risk reports. Although some of the smaller companies had really small reports, for instance Aalberts Industries, Arcadis and Ordina. The reason for a low score usually was the consequence of small report with the lack of elaboration on the risks or the company does not face that many risks (according to them). 
Besides observing the individual quality of each company, here’s a graph illustrating the total quality of the observed sample:
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        Figure 6.2 Total Quality

It’s clear that the total quality of the companies combined has risen in the past three years. Although further examinations must be made to examine whether this is the result of growth, or other factors discussed in 5.4.2. 
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  Figure 6.3 Pie Chart Risk Categories

Each pie chart represents the sum of all of the disclosures of each year. It’s obvious that firms report similarly over their risks and this hasn’t changed over the years, even though the total quality has increased. Each slice of the pie chart represents a category from the disclosure model (see Appendix B). The two main categories were ‘Operations Risk’ and ‘Strategic Risk’, these two categories combined for approximately 57% of the disclosure over the past three years, this is due to the fact that both categories had the most types of disclosures in the model. And firms mostly discussed these issues in their risk paragraph. The other categories were also described in the paragraph, but most notably the ‘Financial Risk’ is frequently described in other parts of the annual report. This affected the score of most companies. 
Before analyzing the results and concluding how the reports were affected by the financial crisis, the observed quality overall had increased through just reading all of the reports. 

6.2.3 Analysis
After performing the necessary tasks, the analysis yielded the following results. 

	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	,551a
	,304
	,230
	15,936

	a. Predictors: (Constant), ReturnonAssets, Ownership, EBIT, DualListed, Shareprice, DE_Ratio, Industry, Index, AssetCoverage, CompanySize


Figure 6.3 

The model summary table, which has been obtained from SPSS, shows how large the R² is. In the best case scenario it would have amounted to at least 0.700, but in this case it has not. Due to distortions between variables that could have been caused by circumstances, such as the Dutch Market. Another such distortion is the fact that there has been slight bit of growth in 2007, but the financial crisis caught up quite quickly. It is evident in the share prices and stock market indexes, but not fully yet in the accounting performances of firms. Many firms reported an increase in sales, in 2006 the total sales were 485.913 million, in 2007 480.846 million and in 2008 596.647 million (Thompson One Banker). So either the crisis didn’t catch up to the accounting information or firms reports higher than expected sales. So hence the distortion, more about this will be discussed when explaining the variables and hypothesis. 
	ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	10408,646
	10
	1040,865
	4,099
	,000a

	
	Residual
	23870,744
	94
	253,944
	
	

	
	Total
	34279,390
	104
	
	
	

	a. Predictors: (Constant), ReturnonAssets, Ownership, EBIT, DualListed, Shareprice, DE_Ratio, Industry, Index, AssetCoverage, CompanySize

	b. Dependent Variable: Quality
	
	
	
	


Figure 6.4

The ANOVA table shows that there is a significant relationship between the entire model (independent variables and the financial crisis, because it yielded a p-value of 0.000. The dependent variable being the quality of risk disclosure and the predictors were ReturnonAssets, Ownership, EBIT, DualListed, Shareprice, DE_Ratio, Industry, Index, AssetCoverage and CompanySize. This indicates that the entire model relates to the quality of risk disclosure. The next table reveals whether or not the financial crisis has had an impact on the quality of risk disclosure. This is done by testing the hypotheses. 
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	87,087
	9,614
	
	9,059
	,000

	
	Index
	-,056
	,014
	-,385
	-3,886
	,000

	
	Shareprice
	,152
	,076
	,193
	2,002
	,048

	
	EBIT
	,001
	,002
	,464
	,819
	,415

	
	ReturnonAssets
	-,121
	,201
	-,062
	-,603
	,548

	
	DE_Ratio
	1,945
	2,311
	,090
	,841
	,402

	
	AssetCoverage
	1,867
	1,031
	,225
	1,811
	,073

	
	Ownership
	-6,269
	1,830
	-,317
	-3,426
	,001

	
	Industry
	-1,751
	,998
	-,172
	-1,755
	,083

	
	DualListed
	7,624
	3,963
	,191
	1,924
	,057

	
	CompanySize
	,000
	,000
	-,620
	-1,093
	,277

	a. Dependent Variable: Quality
	
	
	
	


Figure 6.5

The first set of hypothesis examined the market performance of the firm and the quality of risk disclosure. 

Hypothesis 1(a): There is a significant relationship between the AEX/AMX index and the quality of the risk disclosure from non-financial companies. Not Rejected
I expected with the decline of the indexes over the past three year, that it would have an influence on the quality of risk disclosure. The decline of the value of the index represents the coming of the financial crisis. I discovered that the quality had increased over the past three years (figure 6.2). With the decline of the value of the two indexes, the regression model yielded a significant relationship with a p-value of “0”. The (-coefficient for this variable is -0.385, which means as the quality of the risk disclosures rises, the value of the index(es) will fall. This also proves that the financial crisis has a positive influence on the risk disclosure. Hypothesis 1(a) is not rejected. 
Hypothesis 1(b): There is a significant relationship between the share price of a company and the quality of their risk disclosure from non-financial companies. Not Rejected
I also expected the share prices to have an influence on the quality of risk disclosure, same as the stock market index, because the stock market index is a composition of all the share prices. Most of the share prices had lost its value over the past three years. The p-value concerning the share price variable equals 0.048, which is just below 0.050. In statistical terms it means there is a significant relationship between the two variables, although this isn’t a strong relationship between the two variables. The (-coefficient for this variable is 0.193, indicating a positive relationship between the two variables. This does not coincide completely with my expectations; I expected a declining share price and an inclining quality of risk disclosure, similarly to hypothesis 1(a). A reason could be that the stock markets experience growth between 2006 and 2007 with an increase of 84 in total, while 2007 and 2008 displayed a decline in values with a total of -1716,85 (See Appendix E). This trend could explain why the relationship is not as expected. Other reasons for this could be a delay of the process of the financial crisis into the value of the share price, which shall become more evident with the other discoveries or certain firms are more crisis resistant than others. Hypothesis 1(b) is not rejected.
The second hypothesis examined the accounting performance and the quality of the risk disclosure with the profit in mind. 
Hypothesis 2(a): There is a significant relationship between EBIT and the quality of the risk disclosure. Rejected
My expectations for the variable were that the EBIT would decrease in value, but the results indicated otherwise. The changes between 2006-2007 indicated growth and 2007-2008 yielded a decline (see Appendix E). The growth and decline does not coincide with the trend of the risk disclosure quality, because it displayed a rising trend. The p-value for the variable 0.415, which means there is no relationship between the EBIT and the quality of the risk disclosure. The value of the EBIT did not reflect the economic climate. It could mean there is a delay in the accounting information, or firms could have sold some of their assets and added that to their earnings (non-operating income). This study does not examine these issues; therefore hypothesis 2(a) is rejected. 
Hypothesis 2(b): There is significant relationship between ROA and the quality of the risk disclosure. Rejected
Given that ROA is a profitability ratio, therefore the expectations were that this would reflect the bad economic climate. With a p-value of 0.548, there is no relation to the quality of risk disclosure. Automatically it means, the hypothesis is rejected, but if one examines the totals of 2006, 2007 and 2008 closely, there is an increase between 2006 and 2007, while a sharp decline occurs between 2007 and 2008 (see Appendix E). The decline reflects the financial crisis impacting firm’s profitability and hence impacting the quality of the risk disclosure positively. In this case, becoming clearer the growth or decline for a firm can impact risk disclosure positively, but because this study does not examine those instances, no proper conclusions can be made. Hypothesis 2(b) is rejected. 
The third hypothesis examined the firm’s performance with leverage in mind. 

Hypothesis 3(a): There is a significant relationship between the D/E ratio and the quality of the risk disclosure. Rejected
The expectations were given the financial crisis impacting a firm’s operations in every way; it was possible that it could impact a firm’s leverage as well. With a p-value of 0.402, there is no significant relationship between the quality of risk disclosure and the Deb/Equity ratio. Although if one examines the total of 2006, 2007 and 2008 (Total Debt Sample/Total Equity Sample), the first two years are almost identical 0.81 and 0.80. In 2008 the total was 1,23. This increase shows that the entire sample overall either showed an increase in their total debt obligations or a decline it their equity. Either way this could be possible indications of the financial crisis impact a firm’s leverage. Hypothesis 3(a) is rejected.
Hypothesis 3(b): There is a significant relationship between the Asset coverage ratio and the quality of the risk disclosure. Rejected
Expectations for this variable were similar to the Debt/Equity ratio, because it depicts a firm’s ability to cover its liabilities with its tangible assets. The p-value was 0.073, that is a little over the limit to conclude a significant relationship between the variables. Once again examining the totals over the past three years (2006 till 2008), here were the following results 2.79, 2.46 and 1.69. This indicates a steady decline of the entire sample’s ability to cover it’s liabilities with its assets. From examining the Debt/Equity ratio alongside the asset coverage, one can speculate that there has been an increase in the debt and the liabilities of the sample firms. Given no significant relation, hypothesis 3(b) is rejected. 
When reflecting upon these results, one might ask; why two separate regressions aren’t conducted examining the 2006-2007 and 2007-2008? This was conducted after these results (see Appendix F), but the regressions yielded no significant results at all to prove the hypotheses. 
The control variables had an influence on the entire model’s R². 

The ownership variable, which related to the independent directors (non-executive directors) in relation the dependent directors (executive directors), has a p-value of 0.001, which means there is a significant relationship between the board type and the quality of the risk disclosure. The (-coefficient for this variable is -0.317 indicates that a in-balance between executive and non executive directors impacts the quality of risk disclosure in a negative way. This relates to the findings from the Abraham & Cox (2007), where they found a negative relation between long term institutions and risk disclosure (see chapter 4). 
As for the other three control variables, industry, dual-listed and company size, all three were non-related to the quality of the risk disclosure. The fact that companies were dual listed impacted the way the reported on their risks, usually they reported more disclosures than other companies who weren’t dual listed. That’s why the p-value is 0.057, because certain smaller companies listed on the AMX-index such as ASM International posted some high scores on their quality of risk disclosure, ASM also happens to be dual listed. But companies such as Philips and TNT, who posted high scores that aren’t dual listed, distorted some of the results. Therefore one cannot properly conclude on the relation. The types of industry also were close to significant 0.083, as was previously mentioned type of industry could impact the amount of risk disclosure and through my own observations it did. There were large differences with types of industries. For instance in figure 6.1, in one observes the first two companies on the list; Aalberts Industries and Ahold. Aalberts is classified under the industry code 1000, which stands for basic materials. Ahold on the other hand is listed less than 2000, which stands for industrials. The two also differ in size, if one examines Ahold and Philips (ICB: 5000, Consumer Services) there is also a difference. Other factors are also of importance, but through general observations there are noticeable differences, but still no significant relationship. This does not coincide with the findings of Berreta & Bozzolan (2004), who found a relation between industry type and the quality of risk disclosure. This difference can attributed to the difference in the sample, Berreta & Bozzolan (2004) examined Italian stock listed firms, while this study focuses on the Dutch Market. The company size also had no significant relationship with the quality of risk disclosure, because this can be largely explained that the firms listed on the AEX and the AMX reports almost the same way on their risks. Nutreco Holding scored on 85 according to the disclosure model on their 2008 risk paragraph. Linsley & Shrives (2006) found a relation in the UK market, it was expected that the same result would occur in the Dutch market, but given the sample there was no relation. 
Chapter 7: Conclusion

7.1 Conclusion

The aim of this thesis was to study the effects of the financial crisis on the risk disclosure of Dutch Stock listed companies. The research was narrowed down to the risk paragraph featured in the annual reports of these listed companies on the AEX- and AMX-index. The research question is:

“Will the quality of risk reporting of Dutch stock listed companies be affected by the recent financial crisis?”

The answer to this question is yes. The financial crisis has affected the economy in every way, even on the way Dutch stock listed companies listed on the AEX and the AMX-index report on their risks. The quality has been affected in a positive way. After conducting the research at first glance it was evident that the quality has increased over the past three years. Most companies reported in the risk paragraph in what way the financial crisis could or have impacted them and some also mentioned what measures they have taken. The graph depicting the total quality in 2006, 2007 and 2008 shows a steady increase. One can then speculate that the probably just disclose more risks, but the pie charts display a stable trend in what they disclose of each risk category. 
The Dutch economy has experienced economic growth and economic downfall, these factors impact the way firms report on risks. Most notably the first hypotheses 1a and 1b were both accepted; they also reflected the financial crisis impacting the Dutch Economy. The stock markets fell with the news of with the economic downturn and thus affected the way firms reported on their risks. They reported more and more in-depth, each examined category of risk was more elaborated on and more information was provided on this category providing a higher quality score through the disclosure model. 
The hypothesis 2 and 3 were both rejected, because the variables did not correlate with the quality of the risk disclosure. When examining the changes between 2006-2007 and 2007-2008 it is clear that the 2007-2008 displayed a decline in value of those variables, another reason also why the second and third hypothesis also did not correlate and it could because of a delay between the financial crisis effects and the accounting information (see Appendix F). It is possible if the information of 2009 was added to the research, hypothesis 2 and 3 might not have been rejected. 

The results from the control variables besides the ownership variable did not yield any significant results. In comparison to past studies, the Dutch market is different than the U.K. or Italian market. Company sizes and industries do not differ as much as they do in other countries with regard to risk disclosure. Ownership was quite significant, not surprising because the risk paragraph is composed up by the board of directors. 

The rules & regulations set in place have achieved their goal as far as reporting enough information for the stakeholders to be protected. In this time of uncertainty an increase in the quality of risk disclosure is a small step to protecting stakeholders from being mislead. 
7.2 Suggestions for further research

This study was conducted using a disclosure model introduced by myself; the research might have indicated other results if a content analysis was used on the entire annual report, instead of only the risk paragraph. Another suggestion is the same exact research conducted next year, because a possible delay in the accounting information, if the data of 2009 was included in the research it could have yielded other results. Other aspects of a firm could be correlated the quality of risk disclosure. Further suggestions include a larger sample by including other companies with similar reporting standards and corporate governance codes. The examination of banks could also be interesting to research, since they were the ones impacted mostly by the financial crisis, other literature should be examined, because the ones used in this research excluded the financials from their sample. The possibilities are endless. 
Appendix A: Linsley & Shrives 2006 Categories
Risk disclosure categories


Based on: Linsley & Shrives (2006) page 401 

Appendix B: Disclosure Model
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Business interruption 

Empowerment risk 

Leadership and management

Outsourcing

Performance incentives

Change readiness

Communications

Information processing and technology risk

Integrity

Access

Availability

Infrastructure

Integrity risk

Management and employee fraud

Illegal acts

Reputation

Strategic risk

Environmental scan

Industry

Business portfolio

Competition

Pricing

Valuation

Planning

Sovereign/Political 

Measurement

Pension fund

Taxation

TOTAL



Appendix C: Groenland et al. 2006 Table
[image: image28.emf]
Source: Groenland et al. 2006, page 96

Appendix D: Descriptive Statistics
	Descriptive Statistics

	
	N
	Minimum
	Maximum
	Sum
	Mean
	Std. Deviation
	Variance

	Quality
	105
	21
	94
	5683
	54,12
	18,155
	329,610

	Index
	105
	252,0654
	556,3995
	44890,5072
	427,528640
	124,8058144
	15576,491

	Shareprice
	105
	2,3300
	186,0000
	2565,3424
	24,431833
	22,9954034
	528,789

	EBIT
	105
	-714,417
	37071,217
	173449,510
	1651,90010
	6029,057878
	3,635E7

	DE_Ratio
	105
	,11
	6,44
	99,99
	,9522
	,84300
	,711

	AssetCoverage
	105
	-,19
	10,69
	242,74
	2,3118
	2,18372
	4,769

	Ownership
	105
	,75
	5,00
	222,73
	2,1212
	,91749
	,842

	Industry
	105
	0
	6
	309
	2,94
	1,780
	3,170

	DualListed
	105
	0
	1
	30
	,29
	,454
	,206

	ReturnonAssets
	105
	-34,4120
	62,3504
	974,4844
	9,280804
	9,2453340
	85,476

	CompanySize
	105
	981,302
	512224,454
	2736698,659
	26063,79675
	7,710045E4
	5,944E9

	Valid N (listwise)
	105
	
	
	
	
	
	


Appendix E: Changes 2006-2008
[image: image29.emf]ROA EBIT D/E SharePrice AssetCoverage Index Quality

2006-2007 2007-2008 2006-2007 2007-2008 2006-2007 2007-2008 2006-2007 2007-2008 2006-2007 2007-2008 2006-2007 2007-2008 2006-2007 2007-2008

2,301994 -21,80823 30,203 -29,64 -27,35987 36,66291 -16,94656 -62,79412 12,02507 -22,76558 -14,23575 -47,17735 18,1818182 7,692308

445,7981 -106,6781 -832 -1286 -54,4697 51,5295 18,56741 -46,26757 58,17599 -59,32366 9,314149 -51,29815 -16,363636 23,91304

4,879625 -6,157826 24,479 19,034 59,06107 12,44125 1,284797 -40,39324 -30,93862 -6,328449 -14,23575 -47,17735 102,272727 2,247191

52,68135 -62,95157 8,291 -69,913 -29,07304 -17,47947 4,818523 -63,22388 25,0283 15,15277 -14,23575 -47,17735 45,4545455 -21,875

4,102446 -48,86347 -16,734 -544,01 75,37052 2,888644 12,02296 -41,13573 -30,68497 -11,05975 9,314149 -51,29815 5,26315789 5

79,81372 -45,47439 -35,3 39,7 -30,70341 24,97341 -20,80905 -50,21645 11,23339 -11,63865 -14,23575 -47,17735 -1,6949153 18,96552

110,6321 -16,22848 83,9 -80 16,94163 -9,339525 -10,85271 -71,56522 -7,288416 1,717977 -14,23575 -47,17735 4,25531915 10,20408

23,00186 5,062417 115,133 94,868 -2,74832 -13,2332 45,85635 -61,20265 6,739168 14,76177 9,314149 -51,29815 -2,5641026 18,42105

-34,92086 -56,23504 -351 -378 -25,3755 357,4865 22,73106 -50,4749 18,60932 -65,88965 9,314149 -51,29815 16,6666667 74,28571

14,0029 -2,20914 36,144 33,46 83,02651 135,1148 5,567094 -29,16175 -56,1488 -51,96974 -14,23575 -47,17735 20,6896552 40

175,0344 -52,05609 -221 63 7,726309 -37,51317 18,45902 -7,764953 12,73242 26,53854 9,314149 -51,29815 23,3333333 2,702703

96,13323 -54,66822 0,706 2,092 -17,97616 14,70103 9,598366 -60,18634 2,116224 -0,642987 9,314149 -51,29815 8 1,851852

-19,21231 33,44081 -163 192 26,17975 50,28014 -13,62543 -43,3189 -16,25948 -29,25371 9,314149 -51,29815 16 8,62069

51,56293 -46,25729 274 56 21,11467 23,30407 15,50604 -16,55949 -23,53487 -7,162682 9,314149 -51,29815 14,5833333 1,818182

-25,68611 -98,53998 3188 -4406 -2,497275 56,0536 3,325166 -53,15041 1,523423 -50,54075 9,314149 -51,29815 34,9206349 7,058824

-44,73675 -13,43719 20,2 18,5 92,80682 20,92102 -8,358466 -24,54161 -50,59145 -16,42941 -14,23575 -47,17735 96 -14,28571

18,10363 -3,260435 79,8 6,2 5,897333 29,57629 9,019387 -30,41237 -7,200387 -13,55341 -14,23575 -47,17735 8,92857143 3,278689

57,27506 -31,42556 18,8 -5,1 49,13667 37,60153 6,146341 -57,26103 -26,57078 -25,56999 -14,23575 -47,17735 1,44927536 21,42857

52,28662 -66,26049 -41,3 -33,6 -23,03726 -25,32836 -36,69355 -41,40127 -4,340219 17,1715 -14,23575 -47,17735 -22,727273 19,60784

-13,89618 -206,0173 4,402 -238,275 2,042633 148,9126 -14,60674 -51,10526 -10,25335 -30,99946 -14,23575 -47,17735 13,0434783 11,53846

-75,34944 -7,329004 20,9 15,8 81,2854 23,7068 -11,89309 -40,55865 -46,2258 -7,749591 -14,23575 -47,17735 14,2857143 6,818182

26,18151 -58,04998 24,488 -85,552 -14,90576 6,937385 -0,08071 -74,63651 7,481833 -12,93518 -14,23575 -47,17735 19,1489362 3,571429

-7,799807 -321,2343 8,092 -140,376 -13,59913 77,54611 -27,20764 -76,55738 15,98639 -56,69322 -14,23575 -47,17735 80,952381 18,42105

-16,24494 -82,73 119,8 -538,9 324,8315 112,3508 -48,43511 -46,151 -67,48191 -72,92193 9,314149 -51,29815 9,61538462 22,80702

70,47109 -63,17884 96 -174 -30,97993 510,7114 5,650148 -38,49001 261,7624 -109,8154 9,314149 -51,29815 7,93650794 17,64706

35,17565 -2,574278 101,182 63,434 -1,765341 227,2779 66,64 -60,15362 -1,978787 -63,55798 9,314149 -51,29815 -11,428571 22,58065

12,78343 -26,35531 1248,157 -2147,276 -2,132015 25,20663 7,597305 -34,78261 -4,297972 -19,6316 9,314149 -51,29815 -12,280702 18

-2,549495 -26,4878 22,54684 -31,65528 3,988545 58,36765 -17,08253 -56,71759 -2,12939 -20,38779 9,314149 -51,29815 22,8571429 9,302326

15,25286 -24,78212 19,239 20,188 27,7081 22,64829 71,35863 -49,87143 -17,26363 -22,70912 -14,23575 -47,17735 19,2307692 8,064516

56,83951 -41,33956 -109 -275 36,72713 19,76213 -13,29036 -51,29203 -2,026648 -6,143801 9,314149 -51,29815 45 8,62069

-32,11443 -254,2158 114,233 -1146,001 -18,48329 498,361 57,39609 -89,90291 63,39327 -92,01041 9,314149 -51,29815 4,34782609 50

-15,41533 27,00846 273 1913 -0,330989 44,85861 21,49758 -31,05368 0,519914 -16,35205 9,314149 -51,29815 4,34782609 50

22,55278 -83,41727 48,281 -144,601 -19,47958 8,49715 -43,94443 -50,32328 20,19856 -28,2684 -14,23575 -47,17735 -16,666667 34,28571

-13,39655 -48,25314 -0,699 -75,956 -25,65067 0,184312 -38,37838 -74,45175 11,60267 -4,239775 -14,23575 -47,17735 -3,125 48,3871

146,4348 -61,99942 6 -31 -8,940694 10,72439 3,16659 -39,76868 33,28398 -63,19308 9,314149 -51,29815 -11,764706 31,11111

1271,979 -1974,964 4215,944 -9323,58 564,3367 2546,694 84,00408 -1716,848 157,1968 -924,3946 -74,35314 -1725,382 558,149432 592,0908

 
Appendix F: Alternative Analysis 
Through the analysis of the data, it was apparent that the second and third hypothesis required an alternative analysis; this was performed to prevent any scepticism of the performed analysis in chapter 6, this was done by splitting up the regression model into two separate analogies. 
2006-2007: Regression 1

After performing the exact same analysis discussed in chapter 5 and 6, but excluding the data of 2008. Here were the following results:

	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	,554a
	,307
	,190
	15,28832

	a. Predictors: (Constant), CompanySize, Shareprice, Index, ReturnonAssets, Ownership, Industry, DE_Ratio, DuelListed, AssetCoverage, EBIT


The model yields a similar R² to the one found in the initial analysis. 
	ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	6113,270
	10
	611,327
	2,615
	,011a

	
	Residual
	13790,230
	59
	233,733
	
	

	
	Total
	19903,500
	69
	
	
	

	a. Predictors: (Constant), CompanySize, Shareprice, Index, ReturnonAssets, Ownership, Industry, DE_Ratio, DuelListed, AssetCoverage, EBIT

	b. Dependent Variable: Quality
	
	
	
	


The p-value of the entire model is equal to 0.011, which is lower than 0.05 that means the variables examined have a significant influence quality of the risk disclosure between 2006 and 2007.

	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	92,687
	30,885
	
	3,001
	,004

	
	Index
	-,059
	,057
	-,113
	-1,027
	,309

	
	Shareprice
	,120
	,080
	,181
	1,499
	,139

	
	EBIT
	,004
	,003
	1,337
	1,330
	,189

	
	DE_Ratio
	,002
	4,325
	,000
	,000
	1,000

	
	AssetCoverage
	1,782
	1,173
	,254
	1,519
	,134

	
	Ownership
	-6,616
	2,208
	-,358
	-2,996
	,004

	
	Industry
	-1,625
	1,163
	-,171
	-1,398
	,167

	
	DuelListed
	9,316
	4,799
	,250
	1,941
	,057

	
	ReturnonAssets
	-,152
	,240
	-,075
	-,634
	,528

	
	CompanySize
	,000
	,000
	-1,512
	-1,497
	,140

	a. Dependent Variable: Quality
	
	
	
	


The only variable in this entire model is the ownership variable with a p-value below 0.05 and the other variables are all insignificant with regard to its relation to the quality of the risk disclosure measured in 2006 and 2007. All of the hypotheses are rejected using this data. 

2007-2008: Regression 2

After performing the exact same analysis discussed in chapter 5 and 6, but excluding the data of 2006. Excluding the 2006 data will leave only 2007-2008, where the financial crisis actually happened. Here were the following results:
	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	,515a
	,265
	,140
	17,01135

	a. Predictors: (Constant), CompanySize, Shareprice, DuelListed, Ownership, DE_Ratio, Industry, Index, ReturnonAssets, AssetCoverage, EBIT


The R² in this regression is relatively in comparison to the model discussed in chapter 5 and 6. 

	ANOVAb

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	6153,995
	10
	615,400
	2,127
	,036a

	
	Residual
	17073,776
	59
	289,386
	
	

	
	Total
	23227,771
	69
	
	
	

	a. Predictors: (Constant), CompanySize, Shareprice, DuelListed, Ownership, DE_Ratio, Industry, Index, ReturnonAssets, AssetCoverage, EBIT

	b. Dependent Variable: Quality
	
	
	
	


The p-value of the entire model is equal to 0.036, which is lower than 0.05 that means the variables examined have a significant influence quality of the risk disclosure between 2007 and 2008. 

	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	86,020
	12,157
	
	7,076
	,000

	
	Index
	-,035
	,019
	-,243
	-1,808
	,076

	
	Shareprice
	,116
	,130
	,118
	,891
	,377

	
	EBIT
	,001
	,002
	,442
	,592
	,556

	
	DE_Ratio
	1,665
	2,720
	,084
	,612
	,543

	
	AssetCoverage
	1,498
	1,609
	,158
	,931
	,356

	
	Ownership
	-6,607
	2,433
	-,331
	-2,715
	,009

	
	Industry
	-2,583
	1,357
	-,251
	-1,904
	,062

	
	DuelListed
	11,336
	5,399
	,281
	2,100
	,040

	
	ReturnonAssets
	-,304
	,262
	-,171
	-1,160
	,251

	
	CompanySize
	,000
	,000
	-,610
	-,819
	,416

	a. Dependent Variable: Quality
	
	
	
	


In this table it is apparent all of the hypotheses are rejected, it does not properly measure the financial crisis, because it still is not been proven when the financial crisis started. The only two variables that significant are the Ownership and DuelListed variable, since these are control variables, no further comments will be made on these. 
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As one can see the observed quality for most companies of the sample has increased over the past 3 years. The top two reporting entities were Philips and TNT. These were rated highly, because of their comprehensive reporting style. Both companies included extensive explanations regarding each risk. Both were also very readable and thus making it easier to obtain information. Both reports were also very long and contained a lot of information regarding various risks.  


For instance, Reed Elsevier had a separate corporate governance page apart from risks where the internal controls and framework were mentioned. Also such cases as what was said were more than enough (Bam Group). DSM disclosed information about their risks online, making the report empty. As for the AMX companies, the results were usually lower than AEX companies. 
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� � HYPERLINK "http://www.ft.com/indepth/global-financial-crisis" ��http://www.ft.com/indepth/global-financial-crisis�


� � HYPERLINK "http://topics.nytimes.com/topics/reference/timestopics/subjects/c/credit_crisis/index.html" ��http://topics.nytimes.com/topics/reference/timestopics/subjects/c/credit_crisis/index.html�


� � HYPERLINK "http://www.expatica.com/nl/articles/news/No-short_selling-on-Dutch-stock-exchange.html" ��http://www.expatica.com/nl/articles/news/No-short_selling-on-Dutch-stock-exchange.html�


� � HYPERLINK "http://www.reuters.com/article/ousiv/idUSTRE49F6KC20081016" ��http://www.reuters.com/article/ousiv/idUSTRE49F6KC20081016�


� Drastic measures = Assumption made, because a change in accounting based methods usually takes years e.g. introduction of the IFRS standards. Short selling is a common occurrence in the investment world, so prohibiting it, comes across as a drastic measure.


� http://www.iasplus.com/standard/framewk.htm


� http://ezinearticles.com/?The-Purpose-of-Sarbanes-Oxley&id=410262


� Stock Appreciation Rights (SARS) = “A Stock Appreciation Right (SAR) is an award which provides the holder with the ability to profit from the appreciation in value of a set number of shares of company stock over a set period of time.” (Fidelity.com)


� Risk = “measure of the probability and consequence of not achieving a defined goal” (Kerzner 2009, page 743)


� Financial Risk = “the risk that cash flows and financial risks are not managed cost effectively to (a) maximize cash availability, (b) reduce uncertainty of currency, interest rate, credit and other financial risks, or (c) move cash funds quickly and without loss of value to wherever they are needed the most.” (PricewaterhouseCoopers 2002, page 4)


� Operations risk = “is the risk that operations are inefficient and ineffective in executing the firm’s business model, satisfying customers and achieving the firm’s quality, cost and time performance objectives.”  (PricewaterhouseCoopers, page 3)


� Empowerment risk = “Empowerment risk is the risk that managers and employees (a) are not properly led, (b) don’t know what to do when they need to do it, (c) exceed the boundaries of their assigned authorities, or (d) are given incentives to do the wrong thing.” (PricewaterhouseCoopers 2002, page 5)


� Information processing technology risk = “Information processing technology risk is the risk that the information technologies used in the firm (a) are not operating as intended, (b) are compromising the integrity and reliability of data and information, (c) are exposing significant assets to potential loss or misuse, or (d) are exposing the firm’s ability to sustain the operation of critical processes.” (PricewaterhouseCoopers 2002, page 6)


� Integrity risk =”Integrity risk is the risk of management fraud, employee fraud, illegal acts and unauthorized acts, any or all of which could lead to reputation loss in the marketplace.” (PricewaterhouseCoopers, page  7)


� Risk reporting = “monitoring the operations of the risk management system”  (Collier & Agyei-Ampomah 2007, page 114)


� � HYPERLINK "http://www.coso.org/aboutus.htm" ��http://www.coso.org/aboutus.htm� (2009)


� http://www.coso.org/-ERM.htm


� Paul Orenstein (1995), Jenkins on the Jenkins Report, CA Magazine, USA, Page 15


� (Paul Orenstein 1995)


� Assumption made, based on the subsequent events. 


� Based on scored issued by credit bureaus in the United States of America by FICO, 300 is the lowest, 850 the highest (Gutner, 2005)


� Securities lending = “Securities are temporarily transferred by one party (the lender) to another (the borrower). The borrower is obliged to return the securities to the lender, either on demand, or at the end of the agreed term. For the period of the loan the lender is secured by acceptable assets delivered by the borrower to the lender as collateral (Fabozzi & Mann 2005 page 3-4)


� CDOs = Collateralized Debt Obligation 	RMBS = Residential Mortgage- Backed Securities


� Triple A Rating = “The highest rating awarded to PREFERRED STOCK by credit rating agencies such as Standard and Poor's Corporation” (Valetine 1985, page 1). 


� Short Selling = “..the sale of a security that the seller does not own or that the seller owns but does not deliver. In order the security to the purchaser, the short seller will borrow the security, typically from a broke-dealer or an institutional investor.” (Tauli 2004, page 3)


� Title of the paper


� OLS model = “Referring to the relative-quantity dimension, it is independent from industry and size per construction.” (Beretta & Bozzolan 2004, page 282) 


� MD&A = Management, Discussion & Analysis


� English Dictionary


� Financial crisis 


� EBIT = Earnings Before Interest and Taxes


� EBITDA = Earnings Before Interest Taxes Depreciation and Amortization 
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