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ABSTRACT

This study investigates the association between corporate governance and
intellectual capital (IC) disclosure, controlling for firm age and leverage, for a sample
of 150 Sri Lankan listed firms. The independent variables comprise various forms of
corporate governance attributes: board size, board independent, board meetings and
CEO role duality. IC disclosure is measured by a disclosure index. Empirical analysis
is conducted using correlation and linear multiple regression analysis. Findings from
the empirical analysis indicate that associations between the corporate governance
and IC disclosure are generally mixed. There is still no established and generally
accepted Sri Lankan framework for IC disclosure, which could be a reason for
inconsistency. Results of this study provide useful information for the accounting
profession, the regulators and corporations on the effective exercise of corporate
governance.
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1. Introduction

Corporate governonce os o woy in which suppliers of finance to corporations assure
themselves of getting a return on their investment (Shleifer & Vishny, 1997). The
importonce of corporate governance arises in o firm because of the separation between
those who control ond those who own the residual claims (Epps & Cereola, 2008).
McCullers ond Schroeder (1982) orgue thot the ogency theory ossumes on
opportunistic behaviour that is individuols wont to moximise their own expected
interests ond are resourceful in doing so. There will be a conflict of interest between
mongers ond stokeholders (Mocus, 2008). Agency theory suggests corporate
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governonce os o mechonism to reduce these conflicts by monitoring monogers’
performonce ond oligning monogement’s goals with those of the stokeholders
(Brickley & Jomes, 1987). In this sense, one of the most recent ond widely discussed
issues in both the academic literature ond the business press concerns with how to
design corporate governonce mechonisms to improve firm tronsporency ond to solve
the information asymmetry problem orising from the separation between ownership
ond control (Hidolgo, Garcio-Meca, & Martinez, 2011). The Intellectual capital (IC)
disclosure becomes importont to signal investors obout affoirs of firms in on intense
globolly competitive environment (Abeysekera, 2008). IC con give rise to agency
problems os ‘insiders’ of firms con toke advontage of such information to earn excess
profits. Disclosure of IC in annuol reports helps to moke copital morkets more efficient
by reducing information asymmetry between ‘insiders’ ond investors. Additionally, IC
disclosure helps the capital market to provide amore accurate morket copitolizotion of
firms (Guthrie, Petty, Ferrier, & Wells, 1999). Previous literature illustrotes the
relationship between corporate governonce ond voluntory disclosure (Eng & Mok,
2003; Forker, 1992; Morkorion, Porbonetti, & Previts, 2007; McKinnon &
Dolimunthe, 1993) ond output is olso somewhat mixed (Abeysekera, 2008). The
contextual settings of emerging morkets differ vostly from those of developed morket.
It is argued that the emprircal findings of studies regarding devloped morkets have
limited opplicability in emerging morkets (Guest, 2008). The mixed outcomes in the
extont literature ond o deorth of emerging country studies suggest a significont gop in
understonding corpoarte governonce ond IC disclsoure. This study seeks to fill this gap
by examining the impoct of corpoarte governonce ond IC disclsoure of the listed firms
in Sri Lonka. Sri Lonkais on emerging economy it is still considered developing. Since
the conclusion of the civil wor in 2009, Sri Lonko hos witnessed consideroble
economic progress despite some ongoing political issues. This study would hopefully
benefit academics, researchers, policy-maokers ond proctitioners of Sri Lonka ond
other similar countries through exploring the impoct of corporote governonce on IC
disclosure, ond pursuing strategies to improve the current status of'it.

This poper is orgonised os follows: Section 3 presents areview of the empirical studies
that investigate the associotion between corporate governonce ond IC disclosure;
Section 4 addresses research methods; Section 5 reports the results ond discussion;
ond Section 6 summarises the conclusion.
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2. Corporate governance regulations for listed firms in Sri Lanka

Corporate governonce is o system by which business corporations are directed ond
controlled (Eng & Mok, 2003). The corporate governonce structures specify the
distribution of rights ond responsibilities among different porticiponts in the
corporation, such as the boord, monagers, shareholders ond other stokeholders, ond
spells out the rules ond procedures for moking decisions on corporate offoirs (Forker,
1992). Since the late 1980s corporate foilures in Sri Lonka have olso increased the
ottention on proper corporate governonce, which is fundamental to the efficiency of
the operation of copital markets (Guo & Kgo, 2012). The legal fromework for
corporate control was provided by the compony act of Sri Lonka, enacted in 1982,
which wos bosed on the 1948 Componies Act of the United Kingdom. It included
conduct of board proceedings, conduct of shareholder’s meetings, oand porticulors
regarding proxies, directors’ reports, responsibilities of directors, auditors functions
etc. (Azeez, 2015). The Sri Lonka witnessed mony corporate failures in the lote 1980s
ond early 1990s through to 2008, especially in the finonce firms (Welford, 2007). The
weok finonciol reporting ond ouditing structures were some of the underlying couses
of these failures. In 1996, the Institute of Chartered Accountonts of Sri Lonka (CA Sri
Lonka) set up o.committee to moke recommendaotions relating to the finonciol aspects
of corporate governonce in Sri Lonka (CA, 2017). The first code, code of best proctice
on motters related to financiol aspects of corporate governonce, wos issued in 1997 ond
waos subsequently updated in 2003, 2008, 2013 ond 2017. The principles of good
corporate governonce in Sri Lonka were estoblished through voluntory ond mondotory
mechonisms designed to introduce good governance proctices for all listed firms (CA,
2017).

3. Literature review and hypotheses development

The literoture expresses the importonce of the corporate governonce os the
determining element in corporote decisions. The corporate governonce on IC
disclosure have received consideroble reseorch interest (Beekes, Pope, & Young,
2004; Wild, 1996). Cadbury (1992) defined corporate governonce os the system by
which componies are directed ond controlled. It is concerned with the duties ond
responsibilities of a firm’s board of directors to successfully lead the compony, ond
their relationship with its shareholders ond other stokeholder groups. In this section
reviews the empirical foundations for the association between corporate governonce
ond IC disclosure.
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3.1 Boardsize

The literature demonstrotes that the composition of the boord of directors is primarily
bosed on size, which has a significont influence on the efficiency, effectiveness ond
supervision of monaogement conduct (Eng & Mok, 2003). Exponding number of
directors provides on increased pool of expertise because larger boords ore likely to
have more knowledge ond skills ot their disposal. Besides, large boards may be able to
drow on avariety of perspectives on corpoarte strategy ond moy reduce dominotion by
CEOQO (Forbes & Milliken, 1999; Goodstein, Goutom, & Boeker, 1994). On the other
hond, the board-size effect: increased problems of communication ond coordination os
group size increoses, ond decreased obility of the board to control monogement,
thereby leading to ogency problems stemming from the seporation of monogement ond
control (Yermock, 1996). In Sri Lanka, the code of best proctice on CA (2017)
recommends that every public firm should be headed by on effective board, which
should direct, lead ond control the firm. Although, there is no precisely recommended
size for aboord. There is a.question whether lorger boord would lead to more effective
IC disclosures. Bosed on this discussion, Hypothesis 1 is:

H,: Thereis a significant relationship between the size of the board and IC disclosures.

3.2 Independent directors

According to the CSE (2013) listing guidelines, independent boord members should
not relate to a key employee, ore independent from monogement, ond hove never
worked ot the firm or its subsidiaries, or for its consultonts or major stokeholders. The
intention is to ensure equity in decision-moking strotegies by gombling on the
tronsparency of information (Hidolgo, Gorcio-Meco, & Mortinez, 2011). Agency
theory suggests thot o boord comprised of a greater proportion of independent
directors, due to their presumed independence, moy theoretically lead to better firm
performonce (Jensen & Meckling, 1976; Shleifer & Vishny, 1997). Similarly, resource
dependence theory argues thot independent directors are likely to bring useful
resources from other firms (Pfeffer, 1972). On the other hond, institutional theory
argues that appointing independent members to the boord may merely represent firms’
attempts to comply with institutional pressures, ond, therefore, moay not necessorily
result in better performonce (Dimmoggio & Powell, 1983). Bueno et aol. (2004)
consider that the number of independent members leads to greater supervision ond to
moximisotion of the value of the firm (Bueno, Salvador, Rodriguez, & Martin-de-
Costro, 2004). Based on this discussion, Hypothesis 2 is:
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H2: There is a significant relationship between the proportion of independent
directors and IC disclosures.

3.3 Boardmeetings

The boards of directors corry out critical roles, ond thus deemed to be an importont
corporate governonce mechonism (Lipton & Lorsch, 1992). The Sri Lonkon best
proctices on CA (2017) in recent times suggest that boord meetings should be held ot
leost once in every quarter of finoncial yeaor. Lipton and Lorsch (1992) suggest that the
greater frequency of meetings is likely to result in superior performonce. Although,
Vofeos (1999) demonstrates that firms that are efficient in setting the right frequency
of boord meetings, depending on its operoting context, will enjoy economies of scole
in agency costs, ond thereby enhonce firm performonce. The literoture advises that
there are various aspects of boord meetings such os quality, role of the chairmon ond
way the decisions that need to be considered in terms of the impact on firm endeavours
(Von-den-Berghe & Levrou, 2004). Based on this discussion, Hypothesis 3 is:

H3: There is a significant relationship between number board meetings and IC
disclosures.

3.4 CEOduality

There hos been extensive debote in both academic ond proctitioner forums over the
effect of CEO duality on activities. Duality offers the clear direction on asingle leader,
ond o concomitontly foster response to external events (Boyd, 1995). Prior literoture
ocknowledges that the type of boord leadership ond role of the CEO con have on
influence on firm performonce (Jackling & Johl, 2009). Using agency theory, it would
be onticipated that the separation of the choirmon ond CEO roles leads to greoter
scrutiny of monageriol behaviour ond thus leads to better performonce (Lorsch &
Moclver, 1989). An agency perspective the roles of CEO and chair of the boord should
be separated. On the other hond, existing literature is not consistent since it estoblishes
that not oll CEOs are equal nor do they seek the same things becouse, when they decide
to diversify both their objectives ond their conduct, they may be aligned differently in
accordonce with their new octivities (Datta & Rosheed, 1991; Romonujon &
Voradorojon, 1989) Based on this discussion, Hypothesis 4 is:

H4: Thereis asignificant relationship between CEO duality and IC disclosures.
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3.5 Controlvariable

The potentiol interaction between corporate governonce ond IC disclosure con be
influenced by other firm foctors including the ownership structure, firm size,
profitobility ond other governonce-related indicotors such as overoll boord
independence (Ahmed Hoji, 2015). As aresult, in addition to corporate governonce,
this study controls for other variobles such as firm oge ond leveroge according to the
prior research (Li, Mongena, & Pike, 2012).

4. Research method

This study lies within the positivism poradigm ond adopts a.quontitative opproach. The
population of interest in this study is (initially) the 291 listed firms on the Colombo
Stock Exchonge (CSE), as ot February 2015. In selecting the population, this study
excludes financial, investment ond securities sector firms becouse their unique
financiol ottributes, intensity of regulation, ond/or intensive use of leveroge are likely
to confuse ond/or foul the outcomes being studied. Also, the risk of missing doto was
minimised by excluding firms thot were not listed the review period. After the
eliminotions, 150 Sri Lonkon listed firms remained in the population. Doto on
corporate governonce ond firm performonce were collected from secondory sources
which were extrocted from onnual reports ond the dotobose from CSE. The
quontitative doto were onolysed using SPSS (version 23.0) to produce descriptive
statistics and regression onalysis. In the empiricol onalysis, the dota for independent
variobles are collected for 2016, providing for a.one-year log to the 2017 IC disclosure
doto. Thus, 2017-full-yeor dotaore used for IC disclosure dotoof Sri Lonkon firms.

Table 1: Corporate governance measures

Voriobles Meosures Symbols

Corporote governonce

Boord size Number of directors BS
Independent directors | Non-Independent directors/total directors ID
Board meetings Frequency of onnuol meetings BM
CEO dudlity Dummy varioble equals 1 when CEO CEO dual

doubles as board chair ond 0 otherwise.
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To measure IC disclosure, the study employ content anolysis, o method that has been
applied by prior literoture in meosuring ICD (Beottie & Thomson, 2007; Li, Mongeno,
& Pike, 2012). The study opply framework tested by Li, Pike ond Honiffa (2008),
which provides comprehensive list of voluntary IC items divided into three categories
such os humon, relotional and structural items.

Table 2 : IC disclosure measures

Humon Copital Relational Capital Structural Capitol

1 Number of employees  Customers Intellectual property

2 Employee oge Morket presence Process

3 Employee diversity Customer relationships Monogement philosophy

4 Employee equality Customer acquisition Corporate culture

5 Employee relationship ~ Customer retention Orgonization flexibility

6 Employee education Customer troining & Orgonizotion structure

7 Skills/know- educoation Orgonization learning
how/expertise/knowledg Customer involvement Research & development
e Compony imoge/reputation Innovation

8 Employee work related Compony owords Technology
competences Public relation Finonciol deolings

9 Employee work-related Diffusion & networking Customer support function
knowledge Bronds Knowledge-based

10 Employee Distribution chonnels infrastructure
attitudes/behaviour Relationship with suppliers Quoality monogement &

11 Employee commitments Business colloboration improvement

12 Employee motivotion

13 Employee productivity

14 Employee troining

15 Vocational
qualifications

16 Employee development

17 Employee flexibility

18 Entrepreneuriol spirit

19 Employee copobilities

20 Employee teamwork

21 Employee involvement
with community

22 Other employee features

Business ogreements
Favourite controct
Research collaborotion
Moarketing
Relationship with
stakeholders
Morket leadership

Accreditations (certificate)

Overall
infrostructure/copability

Networking

Distribution network

Source: Li, Pike, ond Honiffo (2008)
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The scoring of the financial reports ogainst the checklist wos performed monually by
reading the whole finoncial reports. Each intellectual capital item wos scored based on
three presentational formats such os text, numerical ond grophicol, thus receiving o
moximum of three points. This meons that o compony con score oo moximum of 183
points (61 intellectual copital items x 3 formats). After scoring oll 61 IC items in the
three presentationol formats, the IC disclosure score(s) for each compony ore
computed os on index by dividing the sum items disclosed by the total number of items
expected. For each firm the study created four disclosure indices to capture the overall
intellectual copital (ICDI), humon copitol (HICDI), relational copitol (RICDI) and
structural copital (SICDI) (L1, Mongena, & Pike, 2012).

In control varioble, the potential interaction between corporate governonce ond IC
disclosure con be influenced by other orgonisational elements (Lemmon & Lins,
2003). As aresult, in addition to corporate governonce proxies, this study controls for
other proxies such as firm oge ond leveroge.

Table 3: Control variables measures

Control variables

Firm oge Present yeor — incorporotion yeor FA
Leveroge Borrowings/totol ossets LE

5. Results and discussion
5.1 Descriptive analysis

Asreported in Toble 4, the averoge is 11.66, with o minimum of two ond amoximum of
32. In Sri Lonka, the last code of best proctice on corporate governonce published by
CA Sri Lonka (2017) recommends that every public firm should be headed by on
effective boord, which should direct, lead ond control the compaony. Although there is
no precisely recommended size for aboord in Sri Lonko. From aresource avoilobility
perspective, bigger boards should be relatively more effective. Von den Berghe ond
Levrou (2004) suggest that increosing the number of board directors provides on
increased pool of expertise ond thus larger boords are likely to have more knowledge
ond skills ot their disposal. Conversely, overly large boards con experience such issues
as o lack of cohesion, coordination issues, ond froctionolisation (Proatheepkonth,
Hettihewa, & Wright, 2016). The average proportion of independent director is 77.08
percent, suggesting that boord directors in the mojority of firms are comprised of
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directors who are independent. Also, firms seem to have met the requirements of the
code of best practice on corporate governonce, sample firms independence ronging
from 18 to 89 percent. For the number of annual meetings, the averoge is 4.91 with a
moximum ond minimum of 9 ond one, respectively. The Sri Lonkon code of best
practices on CA (2017) recommends firms to hold at least one board meeting once in
every quarter of a financiol yeor. The boords that meet more frequently would hove
more time to perform the role of monitoring the manogement process efficiently. As
for the leadership of the board, in 60 percent of the firms, there exists duality between
the chairperson ond the chief executive officer (CEO) of the firm. The code of best
proctices on corporote governonce (2017) mokes no recommendation on whether or
not both posts should be held by the same person, but it does recommend that in case of
duality, adecision to combine both posts of choirmon ond CEO in one person should be
justified ond highlighted in the onnuol reports. The meon index for overall intellectual
copital disclosure is 0.35 (minimum from 0.10 to moximum 0.91) which implies thot
35 percent of items were disclosed. The study observes that humon copital disclosure,
relational capital disclosure ond structural copital disclosure is 0.41, 0.31 ond 0.29
respectively. These results indicate that Sri Lonkon firms, on averoge, are aware of the
importonce of intellectual copital disclosure. The firms appeor to provide slightly
greater humon copital disclosure (ronging from 0.12 to 0.98) thon both with relational
capitol disclosure ond structurol capitol disclosure. This results diverge from
Abeysekera ond Guthrie (2005) who conclude that the most reported occounting
category was relational copitol ond the second most reported wos humaon copital.

Table 4: Descriptive analysis

Minimum [Moximum | Meon | SD
Board size 2 32 11.66 4.97
Independent directors (%) 18.18 88.89 | 77.08 | 1857
Boord meetings 1 9 491 1.95
CEO duality 0 1 0.60 | 0.492
Firm oge 3 13 7.57 | 2.280
Leveroge 9.09 66.67 | 35.08 | 13.57
Overall intellectual copital disclosure  ICDI 0.10 0.91 0.35 | 0.159
Humon copitol disclosure ~ HICDI 0.12 0.98 0.41 | 0.262
Relational capital disclosure  RICDI 0.00 0.89 0.31 | 0.206
Structural copital disclosure  SICDI 0.06 0.93 0.29 | 0.204
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5.2 Linear multiple regression results

Table 2 shows that the predictions of the four proxies for intellectuol capital disclosure
ore strong. Specifically, the R volues indicote that 28.7, 15.1, 13.4 and 17 percent of
the voriobility in, respectively, overall IC disclosure, humon copital disclosure,
structural copitol disclosure ond relotionol copitol disclosure of Sri Lonkon firms con
be explained by the corporate governonce. The F-statistics and significonce levels
(sig) show that these four models generate statistically significont outcomes. In most
coses, the regression results in Toble 5, the coefficients of those voriobles ore
significontly ond positively related to IC proxies. Board size is found to be significont
ot the 5% on the oll the IC disclosure proxies except humon copital disclosure ond
structural copital disclosure which indicates thaot firms ore able to share different
knowledge and expertise about the potential benefits of releasing information towords
hidden values of a firm. Boord independence have apositive ond significont impoct on
oll meosures of IC disclosure of these firms. It con be interpreted that increase in boord
independence has abeneficial effect on IC disclosure. Frequency of boord committee
meetings is found to have significont ond positive effect on oll IC disclosure measures
except relational copital disclosure. These results imply that frequency of boord
meetings is on importont foctor in enhoncing IC disclosure in order to reduce
information asymmetry. The coefficient of CEO duality is found to be significontly
related to relational capitol disclosure while no significont impoct of CEO duality on
overoll IC disclosure, humon copital disclosure ond structural capital disclosure ot
0.05 significonce level. In oll coefficients, the controlling varioble firm oge ond
leverage have apositive ond significont

Table 5 : Regression results

Model 1 Model 2 Model 3 Model 4
ICDI HICDI SICDI RICDI

Constont 2.293 2.331 1.267 3.562
(0.000) (0.000) (0.082) (0.000)

Boord size 2.310 1.619 1.748 3.512
(0.023) (0.108) (0.038) (0.001)

Independent directors 2.224 3.415 2.349 2.192
(0.041) (0.000) (0.027) (0.045)

Boord meetings 2.898 2.115 1.111 1.251
(0.005) (0.037) (0.027) (0.061)

CEO duality 0.806 1.700 1.026 1.889
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Firm oge (0.237) (0.092) (0.071) (0.047)
1.099 2.266 2,610 1.305
Leveroge (0.274) (0.031) (0.010) (0.195)
0.765 2.037 2.750 1.356
R (0.446) (0.044) (0.007) (0.178)
R Square 0.536 0.388 0.366 0.413
F 0.287 0.151 0.134 0.170
Sig 7.457 3.281 2.867 3.802
0.000 0.005 0.012 0.002

6. Concluding remarks

This study aims to investigate the relotionship between corporote governonce ond IC
disclosure of listed Sri Lonkon firms. Focussing on the board size, the meon size is
approximately 12 directors ond that hos asignificont positive effect on IC disclosure. It
seems that boords with more members thot in turn ore more connected with the
environment tend to disclose more on IC disclosure, thus the results offirm the
ossertion thot H1: There is asignificont relotionship between the size of the boord ond
IC disclosures. The average proportion of independent director is 77 percent. On
whole, the study observes that 92 percent firms complionce with recommendation of
the Sri Lonkon best proctices (2017). The proportion of independent directors is
significontly associoted with all IC meosures at the five percent level. Consistent with
previous studies, the results highlight the foct thot having independent directors play
on octive role ond monitor insiders' activity on the committees lowers the need to
reduce information asymmetries by meons of disclosure policy (Abeysekera, 2008),
thus supporting H2: There is a significont relationship between the proportion of
independent directors and IC disclosures. The results for number of boord meetings
are positive and significant on IC disclsoure except relational capital disclosure of five
percent level. The sudy olso notes that boord meet, on averge, about five times per yeor.
This number of meetings might be realted with the Sri Lonkon culture, where social
ond personal relations are deeply rooted ond play asignificont role, thus H3: There is a
significont relationship between number of boord meetings ond IC disclosures is
supported. The study reveals that CEO duality 1s not significontly associated with ony
of the IC disclosure measures except relational copitol disclosure, the results support
the findings of Abdulloh (2004) who also fail to find detect significont relotionship.
Conversely, proponents of the CEO duality orgue thot combining these two roles
provide o clear focus for objectives ond operotions (Anderson & Anthony, 1986).
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Regoarding the lack of significance of CEO dudlity, the results are in line with those
obtained by Garcio-Meca, Porro, Lorran, ond Mortinez (2005) which suggest that CEO
duality is associated with more IC disclosure only in those environments which are
more proactive to disclosing information, thot is, in countries with ond high legal
enforcement, thus H4: There is asignificont relationship between CEO duality ond IC
capital disclosure is not supported. The firm age is significont with humon copitol
disclosure ond structural copital disclosure ot the five percent level. The positive
coefficient indicates that experienced firm disclose more IC information. This result is
consistent with empirical evidence on IC disclosure (e.g., Garcio-Meca, Porro, Lorréan,
& Mortinez, 2005) ond theoretical arguments including agency theory, signolling
theory, capital market theory, ond cost-benefit theory. Future research should consider
including mony countries. The effect of corporate governonce on IC discloclure
should be more fully examined in future research.
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