ISSN 1946-052X

\\ MacrOthi“k Asian Journal of Finance & Accounting
A Institute ™ 2014, Vol. 6, No. 2

Determinants of Readability of Financial Reports of
U.S.-Listed Asian Companies

Gaurav Kumar
Associate Professor of Accounting
University of Arkansas at Little Rock
Tel: 501-569-3051  E-mail: gkumar@ualr.edu

Received: May 27, 2014  Accepted: July 27, 2014 Published: December 1, 2014
doi:10.5296/gjfa.v6i2.5695 URL: http://dx.doi.org/10.5296/ajfa.v6i2.5695

Abstract

In this paper, | investigate the impact of secrecy, ownership dispersion and profitability on
the readability of annual reports of U.S.-isted Asian companies. This is perhaps the first
paper to examine the effect on readability of cross-listed Asian companies. | use a measure of
secrecy developed in Hope at al. (2008) to study its effect on readability. The sample of this
paper consists of all 68 Asian companies from nine countries listed on NY SE/NASDAQ, that
are registered and reporting with the SEC. The univariate and multivariate analyses show that
companies whose domestic culture is more secretive are providing less readable financia
statements. This result is robust to sensitivity tests. Thisis an interesting and important result
in line with the efforts being made to have convergence in the International accounting area.
This is despite the fact that a large number of these companies are using IFRS and U.S.
GAAP to prepare their financial statements. The results also show that companies with higher
ownership dispersion are providing more readable annual reports. The results fail to reject the
hypothesis related to the effect of profitability. Finally, the results show that larger sample
companies are providing more difficult to read financial statements. These results have
important implications for international investors and global standard-setting bodies.
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1. Introduction and M otivation

Public companies are required to provide an annual report to their investors. Research has
long argued that the disclosures provided in these reports are complex and use
“incomprehensible language” (Pashalian and Crissy, 1952). The Securities and Exchange
Commission (SEC) has made consistent efforts to make these disclosures more readable in
the United States (U.S.). One of these efforts is the plain English disclosure rules adopted by
the SEC on January 22, 1998. According to Li (2008), the primary argument for this
regulation is that firms could use vague language and format in disclosure to hide adverse
information, and average investors may be unable to understand these disclosures leading to
capital market inefficiency.

There has been little research in this area on cross-listed companies. Cross-listed companies
provide an excellent opportunity to examine readability of annual reports because these
companies tend to borrow a global culture while retaining characteristics of domestic culture
(Zarzeski, 1996). There has been extensive research that examines the effect of culture on
accounting disclosures. This paper extends the literature by examining the effect of cultural
framework on the readability of annual reports by U.S. — listed Asian companies. Research
has shown that accounting disclosures in Asian stock markets are low in both quality and
guantity as compared to the U.S. (Sami and Zhou, 2008). When companies from these
countries cross-list on a developed market like U.S., the disclosure behavior of these firms
attract more attention and therefore, affect the quantity and quality of firms disclosures.
Therefore, | use U.S-isted Asian companies because prior research has argued that annual
report disclosures made by cross-listed companies will be more extensive than those of
domestic-only listed companies, and also because foreign-listed companies tend to borrow a
global culture (Zarzeski, 1996). Moreover, the importance of Asian companies cannot be
overstated in the present time. India and China are the fastest growing economies in the world
and Japan is the second largest economy after the U.S.

Gray (1988) uses the Hofstede's (1980) cultural framework and defines secrecy versus
transparency as a preference for confidentiality and the restriction of disclosure of
information about the business only to those who are closely involved with the business.
Hope at al. (2008) use this definition of secrecy and study its effects on auditor choice. This
paper uses the measure of secretiveness developed in Hope at a. (2008) and studies its effects
on the readability of annual reports of U.S.isted companies. In addition, | examine the
effect of ownership dispersion on readability of annual reports because agency theory argues
that as ownership structure gets more dispersed, agency costs increase due to increased
probability of conflicts of interest between owners. Therefore, higher ownership dispersion
will lead the companies to issue more readable annua reports to reduce those conflicts.
Finally, | examine the effect of profitability on the readability of U.S-isted Asian companies
because Li (2008) reports that companies that have bad news write excessively long
sentences with unnecessary big words thereby making these reports difficult to read.

| use Flesch Reading Ease (FRE) score to measure the readability of annual reports and use
OL S regression to examine the effect of secrecy, ownership dispersion, and profitability. The
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results of this paper show that companies whose domestic culture is more secretive are
providing less readable annual reports. In addition, this paper reports that companies with
higher ownership dispersion are providing more readable annual reports. This study did not
find any effects of profitability on the readability of annual reports. These results have
important implications for the international accounting literature because many of these
companies are using IFRS or U.S. GAAP to prepare their financial statements and in spite of
using these global standards the domestic culture has an effect on the readability of their
annua reports. Therefore, investors of these companies must take this into consideration
while perusing the annual reports of these companies. In addition, the global standard-setting
bodies should consider the effects of culture on financial statements while issuing new
standards.

This paper is organized as follows. The next section reviews the literature on this subject and
explores the determinants of readability and readability measures. Section 3 derives the
hypotheses and describes the research design of this study. Section 4 explains the sample
selection process and provides descriptive analyses and the results of regression analysis. The
last section concludes and provides the contributions and limitations of this research.

2. Literature Review and Hypotheses Development

This section reviews the literature on readability of annual reports, readability measures, and
culture.

2.1 SEC and Readability

Although the SEC has been working to improve the readability of annual reports since it was
established in 1934. In the last 15 years, the SEC has taken an active role in emphasizing the
importance of clearly presenting information in SEC filings. First, the SEC issued “A Plain
English Handbook” in 1998, that encouraged the use of plain English in the designing of all
prospectuses in registered public offerings. This handbook provided practical tips to improve
the readability of disclosures in the annual reports such as write in short sentences, use
definite, everyday language avoid the use of jargon, and double negatives, etc. In 2003, the
SEC reiterated the importance of readable annual reports and issued the following guidance
on overall presentation of the MD& A section (SEC, 2003):

MD&A, like other disclosure, should be presented in clear and understandable language.
We understand that complex companies and situations require disclosure of complex
matters and we are not in any way seeking over-simplification or "dumbing down" of

MD&A. However, we believe that companies can improve the clarity and understandability
of their MD& A by using language that is clearer and less convol uted.

MD&A readability can be viewed as a form of voluntary disclosure and large amount of
research has examined the voluntary disclosures of domestic and foreign companies (such as
Botosan, 1997, Healy and Palepu, 2001, Cahan et a., 2005, Kumar et al., 2008). However,
very few studies have investigated the readability of annua reports of companies. The first
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research on readability of annual reports was first published in 1952. Over the last six
decades or do, annua report readability has been examined in the context of Australian
companies (Lewis et al., 1986; Parker, 1982; Pound, 1981), Canada (Courtis, 1986), the UK
(Jones, 1988), and the U.S. (Pashalian and Crissy, 1952; Smith and Smith, 1971; Li, 2008). In
general, findings have revealed the readability of annual reportsto be at alevel of difficult to
very difficult, and beyond the comprehension skills of about 90 percent of the adult
population and about 40 percent of the investor population (Courtis, 1995).

2.2 Measures of Readability

Readability assessment research has developed several methods for measuring readability.
Some of the most popular methods for assessing readability include the Cloze procedure, the
Gunning’'s Fox Index, The Flesch-Kincaid Grade Level, and the Flesch Reading Ease (FRE)
formula. The Cloze procedure was one of the early methods developed for assessing
readability. The method for this procedure makes it arguably the most difficult method to use
for researchers since it requires the use of individual readers. Critics of this method argue
that it better assesses the reader’s ability rather than the readability of the passage. While the
Cloze approach is associated with understandability of the material, the other three
procedures examine the syntactical complexity of the text. Examining the syntactical
complexity of the text allows the researcher to determine the readability of text independent
of reader intelligence. The Gunning’s Fog Index (Gunning, 1952) is one of the methods that
focuses on the syntactical complexity of the passage and requires that the researcher count
words containing three or more syllables, referred to as “hard words.” The formula
determines the grade level of the passage based on a formula using the percentage of “hard
words’ and the average sentence length.

Another formula that asserts to assess grade level is the Flesch-Kincaid Grade Level. This
score indicates the minimum level of education required in order to understand the subject
material. Similar to the Gunning’'s Fog Index, the FRE index uses the average sentence
length, but then uses the average number of syllables per word to calculate a score  The
FRE index calculates how easy it is to read a passage and assigns a score from one to 100,
where higher scores indicate greater ease in reading and a score of 64 is considered “plain
English” while any score less than 60 is considered difficult reading material (Flesch 1948,
1949). Table 1 presents a description of the reading ease score calculated by the FRE
formula.

Although the FRE index is widely used by accounting researchers to assess readability,
criticism includes the fact that “attributes such as syntax, style, format, graphic design, logic,
conceptual density, human interest, organization and reinforcement are not considered”
(Courtis 1998, p. 460). Despite criticisms, according to Crosier (2004), FRE is the formula

! The formula for the Flesch Reading Ease score is: 206.835 - (1.015 x <ASL>) - (84.6 x <ASW>), where
<ASL > is the average sentence length (number of words/number of sentences) and <ASW> average number of
syllables per word (number of syllables/number of words) (Microsoft.com).
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used most often in research, and its validity as a measure of readability has been established.
The IRS has also used the FRE index to evaluate tax forms and instruction booklets. In a
review article, Jones and Shoemaker (1994) identified thirty-two empirically based,
readability studiesin accounting research (limited to English speaking countries). They found
that researchers used a Flesch-based test in 26 of the 32 studies and only 11 of the 32 studies
used more than one test of readability. More recently, Chiang, et a. (2008) found that the
readability scores obtained using the Flesh Reading Ease, Flesch-Kincaid Grade Level Index,
Gunning’'s Fog Index, and the SMOG procedure were highly correlated (p< 0.0001)
indicating consistency among the four measures. This consistency implies that a researcher
need only use one of these four methods and expect reliable results (Chiang et al. 2008).
Therefore, because of its extensive use in research and ease in calculating, | have selected the
FRE score as calculated in Microsoft Word to evaluate the readability of annual reports of
sample companies.

\\ MacrOthi“k Asian Journal of Finance & Accounting

2.3 Culture and Readability

Hofstede (1980) defines culture as ‘the collective programming of the mind which
distinguishes the members of one human group from another’ and Gray’s (1988) theory
explains how culture affects the development of businesses and their institutions, including
accounting systems. Gray’s model defines four accounting values which are linked to
Hofstede's societal values. These accounting values are “Professionalism, Uniformity,
Conservatism, and Secrecy”. Gray (1988, P. 8) describes the secrecy versus transparency as a
“a preference for confidentiality and the restriction of disclosure of information about the
business only to those who are closely involved with its management and financing as opposed
to a more transparent, open, and publicly accountable approach.” Gray (1988) states that
secrecy is positively correlated with uncertainty avoidance and power distance and negatively
correlated with individualism.

Hofstede (1980) statesthat Individualism represents the degree of separateness within a society
and a preference for a loosely knit social framework in society in which individuals are
supposed to take care of themselves. Power distance denotes the dispersion of authority in a
society. In asociety with a high power distance, for example, there is less dispersion of and
less questioning of authority figures and vice-versa. The cultural dimension of uncertainty
avoidance signifies the degree to which a society can accept uncertainty and ambiguity.

Hope et al. (2008) argue that uncertainty-avoiding societies are expected to be more secretive
so as to avoid potential conflict with outsiders. When power distance is large, managers are
expected to hide and not disclose information to preserve power inequalities. In addition,
individualistic societies are expected to be less secretive than collectivist societies, where
people share the common beliefs and possibly information.

3. Hypotheses Development

Agency theory (Jensen and Meckling, 1976) predicts that due to the information asymmetry
between a principal (owner) and an agent (manager), there is a moral hazard problem — the
possibility that an agent will exploit the principal’s assets for his self-interest. This theory

5 www.macrothink.org/ajfa



ISSN 1946-052X

\ Macrothink Asian Journal of Finance & Accounting
A I“Stitute " 2014, Vol. 6, No. 2

predicts that both agents and principals recognize that it can be beneficial to reduce this
information asymmetry by providing accounting disclosures. However, Hope et a., (2008)
argue that even for managers with an incentive to share information for reducing information
asymmetry, their cultural tendency to be secretive might conflict with such incentives.
Therefore, it can be argued that companies that want to reduce information asymmetry will
provide their annual reports in a clearly readable format. However, companies from countries
whose culture inherently secretive will try to hide information by burying it in complex
language.

Warner (2003) shows that all Asian countries have a distinct cultural framework and in many
cases a form of management with local characteristics. More importantly, Warner (2003)
reports that in Asia, country-specific cultures have resulted in an observable set of highly
identifiable institutions leading to different management stylesin all countries. Therefore, this
paper tests the following hypothesis (stated in alternative form):

Hy: U.SHisted Asian Companies with low/ (high) secrecy are likely to provide more/(less)
readable annual reportsinthe U.S.

Another argument that follows from agency theory is that as the ownership structure more
dispersed, the agency costs increase due to increased probability of conflicts of interest
between owners (Famaand Jensen, 1983). Therefore, to counter this effect, the firmsthat have
high ownership dispersion will likely issue more readable annual reports. Oliveiraet al. (2006)
and Kumar (2013) examines the effect of ownership dispersion on the voluntary disclosures
and reportsthat firmswith higher ownership dispersion provide higher voluntary disclosures of
intangible assets. Therefore, this study posits the following hypothesis (stated in aternative
form):

H,: U.S-listed Asian companies with higher/ (lower) ownership dispersion will provide
more/ (less) readable annual reports.

Incompl ete revelation hypothesis (IRH) implies that managers can reduce the market response
to bad news by making bad news more costly to analyze (Bloomfield, 2002). Li (2008) tests
this hypothesis and reports that managers make bad news costly by writing excessively long
annual reports with unnecessary big words and long sentences. An alternative explanation of
theseresultsisthat losses and bad news are simply more difficult to describe. Another reasonis
that managers might write longer and complex annual reports to protect themselves from
litigation when they report poor performance (Bloomfield, 2008). The SEC handbook on Plain
English recognizes that legalese can be complex to read. Therefore, this paper tests the
following hypothesis (stated in alternative form):

Hs: U.S-isted Asian Companieswith higher/ (lower) profitability are likely to provide more/
(less) readable annual reportsin the U.S

4. Sample Selection and Analyses

The sample for this study consists of all U.SHisted Asian companies in the year 2010.
Although there are hundreds of Asian companies that are listed in the U.S. that have issued
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ADRs (American Depository receipts), however, | choose to use only those companies that
are registered and reporting with the SEC. This is because these companies are subject to
increased disclosure requirements. This leads to 85 companies from nine Asian countries (see
Table 2). However, 17 of these companies are listed on over-the-counter (OTC) debt and
stock exchanges.? There are significant differences in the disclosure rules for companies
listed on OTC exchanges versus those listed on national stock exchanges such as the NY SE
and NASDAQ. Therefore, this paper focuses on the 68 Asian companies listed on the
NY SE/NASDAQ from nine countries.

\\ MacrOthi“k Asian Journal of Finance & Accounting

4.1 Dependent Variable

An Ordinary Least Squares (OLS) model is used to test the hypotheses. The dependent
variable in the OL S regression model is the Flesch Reading Ease (FRE) score as calculated in
Microsoft Word based on readability of the Management Discussion and Analysis (MD&A)
section of the sample companies Form 20-F annua report. This study measures the
readability of the MD&A section because of the opportunity offered by this section as a
communication medium for voluntary disclosure, as its contents are not affected significantly
by the accounting regulations. Moreover, in the MD&A Section, companies provide
disclosures on the current trends, and potential impact of the events or uncertainties that are
reasonably likely to have material effects on acompany’sfinancial condition (IOSCO, 2003).

The FRE score has been extensively used in prior research to measure readability and its
reliability has been tested aswell (Chiang et al., 2008). A potential limitation to thismethod is
alower score (indicating more difficult reading) when used with highly technical material. The
score uses the average number of syllables per word and technical terms may inflate this
calculation. This limitation can be overcome by assessing material that is similar in nature
(such as material on the same topic) and by using the score to assess relative readability rather
than absolute readability (Flory et al. 1992). Therefore, this paper uses this score to test the
readability of similar documentsi.e., annual reports of U.S.—isted Asian companies.

4.2 Independent Variables

The primary variable of interest for the first hypothesisis secrecy. According to Gray (1988),
uncertainty avoidance and power distance are positively associated with secrecy and

Individualism is negatively related with secrecy. Countries with high uncertainty avoidance
tend to provide minimal disclosures to avoid conflict and competition and to preserve security
of interests. High power distance societies are likely to be characterized by the hiding of
information to preserve power inequalities, leading to more secrecy. Secrecy is consistent with
apreference for collectivism. Individualistic societies express greater concern for those closely
involved with the firm rather than for external parties. Therefore, | measure thisvariable asthe
sum of uncertainty avoidance and power distance scoreslessthe individualism score (similar to
Hope et al, 2008). Table 3 shows the computation of this variable.

2 The number of U.S— listed Asian companies on the OTC is 17 out of 85 companies (20%). The number of all foreign
OTC companies on the U.S. stock exchangesis 256 out of 970 companies (26.4%).

7 www.macrothink.org/ajfa



- ISSN 1946-052X
Institute™ 2014, Vol. 6, No. 2

To test the second hypothesis, | measure the Ownership Concentration as the percentage of
shares owned by the three most important and known shareholders to be used as an
independent variable (Ownership Concentration) *. The third hypothesis predicts that
companies that are profitable will provide more readable annual reports. Therefore, | measure
the profitability as Net Income scaled by Total Assets of afirm and use that as an independent
variable.

\ Macrothink Asian Journal of Finance & Accounting

4.3 Control Variables
The following variables are used as control variablesin the regression:

1. Size: Various studies have shown firm size is a determinant for accounting disclosures
and size is also used as a proxy variable for omitted variables (Botosan, 1997; Hossain
et al. 1995). This paper uses natural log of total assets measured in millions of dollars as
FIRMSIZE to explain the readability of annual reports. In general, it is expected that a
larger firm will have more complex operations and will provide longer and complex
annual reports.

2. Foreign Sales: | useforeign sales percentage (FSALESY%) as a proxy for complexity
of operations. In general, higher foreign sales will lead to longer annual reports and
difficult to read annual reports. In addition, this variable acts as a control variable for
the domestic culture as it is expected that alarger foreign sales will mitigate the effect
of domestic culture (secrecy in home country) since that means that the firm is more
exposed to foreign culture norms and behaviors (Hope et al., 2008)

3. Debt Ratio: Debt ratio ismeasured astotal liabilities divided by total assets. In general,
companies that have higher proportion of debt are expected to provide less readable
annual statements.

4.4 Descriptive Analyses

Table 4 shows the results of descriptive analyses. The minimum FRE score for the sample
companies is 3.90 and the maximum is 21. Recall that a higher FRE score indicates reading
ease and that a score of 64 is considered “plain English”. Therefore, none of the sample
companies are providing annual reports that can be described as easy to read. Thereisalarge
variability in the rest of the variables as well. The sample companies come from cultures that
have varying levels of secrecy in their home countries (the scores range from 62 to 127). A
higher value indicates more of that particular trait.

Table 5 shows the scores of dependent variable and the three control variables by country.
Companies from India and Taiwan have the highest FRE scores indicating easiest to read
financia statements among all the sample countries. Apart from countries that have a very
small number of companies listed in the U.S., companies from Hong Kong and China have
the lowest FRE scores indicating difficult to read financial statements among all the sample

3 Similar to Oliveiraet al. (2006)

8 www.macrothink.org/ajfa



ISSN 1946-052X

\ Macrothink Asian Journal of Finance & Accounting
A I“Stitute " 2014, Vol. 6, No. 2

countries. The largest sample companies are from Japan and the smallest come from
Singapore. Companies from China are heavily dependent upon debt (median DEBTRATIO =
0.74) and sample companies from Taiwan have the lowest DEBTRATIO after Singapore®
indicating higher reliance on equity capital.

Table 6 provides the Pearson correlation coefficients among the regression variables. Secrecy
is negatively correlated with FRE (-0.244), as hypothesized. This result provides bivariate
support for the prediction that less secretive companies provide annual reports with higher
readability scores. Firm size is aso negatively correlated with FRE indicating that bigger
companies provide difficult to read annual reports. Debt Ratio is positively correlated with
Firm size indicating that bigger companies have more debt and negatively related with FRE.
While some of these results are consistent with the hypotheses in this paper, they should be
interpreted with caution since they do not control for differencesin other variables.

4.5 Regression Analysis and Hypothesis Testing

Table 7 provides the results of regression analysis. Out of the three control variables, only the
coefficient for FIRMSIZE is marginally significant (p= 0.080) and the rest of the coefficients
on the control variables are not significant. The coefficient on FIRMSIZE is negative,
indicating larger companies have lower FRE scores and therefore less readable financial
statements. This result is in line with expectations as larger companies usually have complex
operations.

The first hypothesis predicts that companies whose domestic culture is more secretive will
provide difficult to read financia statements. The variable of primary interest for the first
hypothesis is Secrecy and the results show that the coefficient on this variable is negative and
statistically significant, providing support for Hiy The second hypothesis predicts that
companies with higher ownership dispersion will provide more readable financial statements;
however, the coefficient on this variable is not statistically significant. Therefore, these
results fail to reject the second hypothesis. The third hypothesis predicts that companies with
higher profitability will provide more readable annual reports; however, the coefficient on
this variable is not statistically significant. Therefore, these results fail to reject the third
hypothesis as well.

4.6 Senditivity Analyses

| do three sensitivity tests to investigate the robustness of the results reported. First, | devise a
second measure of secrecy based on the aternative definition in Gray (1988). Gray (1988)
also hypothesizes a somewhat weaker link between secrecy and masculinity. He argues that
in more caring societies where more emphasis is given to the quality of life, people will tend
to be more open especially for socially related information. In particular, the aternative
secrecy variable is the sum of uncertainty avoidance and power distance scores less
individualism and masculinity scores. | repeat the above tests using the alternative measure of
secrecy. There are no significant differences between results for this alternative measure of
secrecy and therefore those results are not reported.

4 Singapore has only one company listed in the U.S.
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As discussed above, | derive the readability numbers by using FRE index method. As an
aternative to using the resulting raw composite measure of these scores, | repeat these
analyses using the ranks of readability scores. One concernisthat it is hard to interpret, in an
economically quantifiable way, what the difference in these composite scores represents. For
example, is the difference between 18 and 12 twice as great as the difference between 15 and
12, at least in terms of the effect of culture on the variable of interest? These results are
essentialy similar to the ones reported with raw FRE scores and therefore are not reported

separately.

Lastly, Oliveira et a. (2006) argue that different industries have different characteristics
relative to market competition, the type of private information, and the threat of entry of new
firms into the market. These factors provide incentives for companies belonging to the same
industry to disclose more information than firms in another industry. Therefore, this paper
introduces a dummy variable for industry (1 if non-financia industry, O otherwise) and
includes that variable in the regression analysis. Table 8 provides those results. The results
with respect to Firm Size and Secrecy do not change. Firm Size is statistically significant in
this regression. The coefficient on Ownership Concentration is negative and statistically
significant. This indicates that companies that have higher ownership dispersion are
providing more readable annual reports providing support for H2. The coefficient on the
dummy variable, industry, is also statistically significant.

\ Macrothink Asian Journal of Finance & Accounting

5. Conclusions and Recommendations

This paper examined the following issues: 1) the effect of domestic culture, i.e. secrecy; 2)
the effect of agency theory, i.e., ownership dispersion; and 3) the effect of profitability, on the
readability of annual reports of U.S. — listed Asian companies. The analyses show that
companies whose domestic culture is more secretive are providing less readable financial
statements. This result is robust to sensitivity analyses and holds after controlling for size,
profitability, complexity of operations, debt ratio and ownership concentration. This is an
interesting and important result in line with the efforts being made to have convergence in the
International accounting area. This is despite the fact that a large number of these companies
are using IFRS and U.S. GAAP to prepare their financial statements. Regarding the second
hypothesis, the results in the sensitivity analyses support the finding that companies with
higher ownership dispersion are providing more readable annual reports. With respect to the
third issue, the results failed to reject the hypothesis related to the effect of profitability. The
results also show that larger sample companies are providing difficult to read annual reports.

As with al research, there are some limitations of this study. The sample size of 68
companies is unevenly distributed among nine countries. Second, the FRE measure of
readability has been criticized in the literature because it does not consider attributes such as
syntax, style, format, graphic design, logic, conceptual density, human interest, organization
and reinforcement. However, its widespread use and studies showing that the reliability of
this score is at least equal to the other readability measures provides support for this test.
Moreover, prior research argues that these limitations can be overcome if this test is used to
analyze similar documents. Third, the culture scores from Hofstede (2001) were developed
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before 1980. It is possible that the cultural characteristics of Asian countries may have
changed since then.

An important contribution of this study is that this is perhaps the first paper to analyze the
readability of annual reports of U.S. — listed Asian companies in the U.S. These companies
provide an important avenue of International accounting research because they come from
different forms of culture and it is interesting to examine the effect of culture on their annual
statements. Previous research has argued that when firms get cross-listed, their characteristics
change when they borrow global culture. This paper provides evidence that the annual reports
of U.Sisted Asian companies exhibit some effects of their domestic culture even after they
are listed globally. This result has important implications for the purpose of internationa
accounting convergence and can prove useful for standard setters and policy makers across the
world.

Finally, U.S-isted Asian companies are an under-explored area in the international
accounting research. These companies have their origin in those Asian countries, which stand
at the forefront of economic growth at present (for example, India and China are two of the
fastest growing economies and Chinaisthe second largest economy after the U.S.). Therefore,
it isimportant for researchers to obtain empirical evidence on the disclosure practices of these
companies. Future research in this area may compare the readability of annual reports by
U.SHisted Asian companies with matched home country companies. Another research
guestion that can be examined is the effect of cross listing on U.SHisted Asian companies.
Lastly, the hypotheses tested in this study can be examined in the context of other countries.

Table 1. Flesch Reading Ease Score

This table shows the ease of readability associated with different ranges of Flesch scores.

Flesch Score | 0-30 30-50 50-60 60-70 70-80 80-90 | 90-100
Readability | Very Difficult | Fairly Standard | Fairly Easy | Easy | Very Easy
Difficult Difficult

(Flesch, R. 1949, p. 149)
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Table 2. Sample Companies

This table provides the number of companies from each Asian country that are listed in the
U.S., the number of OTC companies (excluded from the sample) and the number of
companies included in the sample for this paper.

Country Number of | Number of OTC Included in Sample

Companies Listed | Companies/Data

in U.S. Unavailable
China 11 0 11
Hong Kong 5 0 5
India 13 1 12
Indonesia 2 0 2
Japan 27 6 21
Philippines 2 1 1
Singapore 5 4 1
South Korea 14 5 9
Taiwan 6 0 6
Total 85 17 68

Table 3. Culture Scores for Asian Countries

These scores were developed by Hofstede (1980) in a multidimensional scaling of
work-related surveys of 160,000 IBM employees over 64 countries. Secrecy iscomputed based
on the model in Gray (1988). A higher value indicates more of that particular cultural trait.

Countries | Uncertainty Power I ndividualism /| Secrecy
Avoidance Distance Collectivism (UA+PD-INDIV)
(UA) (PD) (INDIV)

1. China 30 80 20 90

2. Hong | 29 68 25 72

Kong

3. India 40 77 48 69

4. Indonesia | 48 78 14 112

5. Japan 92 54 46 100

6. 44 94 32 106

Philippines

7. Singapore | 8 74 20 62

8. South | 85 60 18 127

Korea

9. Taiwan 69 58 17 110
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Table 4. Descriptive Statistics

This table provides the descriptive statistics for the dependent and independent variables that
are used in this research.

Variables Minimum | Maximum | Mean | Median | Standard
Deviation

Flesch Reading Ease| 3.90 21 12.35 | 16.50 3.89

Score

FIRMSIZE 18.06 28.40 23.56 | 22.26 2.25

Debt Ratio 0.13 0.98 053 | 054 0.25

Income/Assets -0.72 0.27 0.04 |0.13 0.13

FSALESY% 0 0.99 033 |041 0.36

Secrecy 62 127 95.19 | 100 18.89

oC 0.06 0.93 041 |044 0.25

Flesch Reading Ease Score: Readability output from MS-Word of the MD& A section of the
Form 20-F annual report;

Firm Size = natural log of total sales of the firms (in millions of U.S. Dollars);

Debt Ratio = total debt divided by total assets (in millions of U.S. Dollars);

Income/Assets = Net Income of the company divided by Total Assets,

FSALES% = foreign sales divided by total sales as reported in the Form 20-F annual report;

Secrecy = computed as Uncertainty Avoidance + Power Distance — Individualism scores from
Hofstede (1980);

OC = Ownership Concentration = the percentage of shares owned by the three most important
and known shareholders.
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Table 5. Country Readability Statistics

This table provides the mean and median readability scores of companies within Asian
countries. Please see Table 4 for variable definitions.

Country N | Flesch Reading Ease | FIRMSIZE | FSALES% | DEBTRATIO
Mean Mean M ean M ean
(Median) (Median) (Median) | (Median)
China 11| 11.74 23.93 0.06 0.69
(10.4) (23.44) ()] (0.74)
HongKong |5 |11.64 22.45 0 0.48
(11.9) (24.26) O) (0.49)
India 12| 14.76 22.31 0.46 0.45
(14.5) (22.60) (0.43) (0.44)
Indonesia 2 |4 22.84 0 0.54
4) (22.84) ()] (0.59)
Japan 21 | 1254 24.49 0.54 0.43
(13.1) (25.14) (0.52) (0.43)
Philippines |1 | 7.2 22.48 0 0.65
(7.2) (22.48) ©) (0.65)
Singapore 1 |123 19.40 0.94 0.19
(12.3) (19.40) (0.94) (0.19)
South Korea | 9 | 10.78 24.28 0.32 0.62
(10.7) (24.81) ()] (0.56)
Taiwan 6 |14.65 23.11 0.62 0.32
(14.55) (23.23) (0.65) (0.23)

Table 6. Bivariate Correlations

This table provides the bivariate correlations (Pearson) between the variables used in the
regression analysis. Please see Table 4 for variable definitions. * Indicates significance at

0.05 level.
Firm FRE Secrecy | Foreign oC Income/Assets
Size Sales %

FRE -0.205*

Secr ecy 0.303* -0.244*

Foreign -0.185 0.140 | 0.023

Sales %

oC -0.134 -0.093* | 0.293* | -0.495*

Income/Assets | 0.402 -0.116 | 0.026 0.089 -0.043

Debt Ratio 0.574* -0.192* | 0.139* | -0.345* 0.111 | -0.204*
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Table 7. Regression Results

This table provides regression results for the overall sample. Please see Table 4 for variable
definitions.

Dependent Variable: Flesch Reading Ease Score

Exp. Sign | Std. Beta | t p-value
I nter cept 1.50 1.496 | 0.141
Firm Size - -0.221 1.783 | 0.080
Secrecy - -0.262 2432 | 0.018
Foreign Sales% | - 0.054 0.463 | 0.645
ocC - 0.086 0.700 | 0.487
Income/Assets | + -0.068 -0.661 | 0.512
Debt Ratio - 0.007 0.054 | 0.958
M odel AdjR?> |F p-value
Summary 0.476 7.254 | 0.000

Table 8. Regression Results

This table provides regression results for the overall sample with Industry as a dummy
variable (1 for non-financial, O otherwise). Please see Table 4 for variable definitions.

Dependent Variable: Flesch Reading Ease Score

Exp. Sign | Std. Beta | t p-value
I nter cept 1.69 1597 | 0.115
Firm Size - -0.044 -1.947 | 0.056
Secrecy - -0.259 -2.071 | 0.043
Foreign Sales% - 0.090 0.716 | 0.477
ocC - -0.242 -1.947 | -0.056
I ncome/Assets + -0.163 -1.306 | 0.196
Industry +/- -0.234 -1.933 | 0.058
Debt Ratio - -0.160 -1.013 | 0.315
M odel AdjR*> |F p-value
Summary 0.409 2.228 | 0.052
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