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Abstract

Disclosures in the annual report play an important role in determining the value of the firm.
Firms are cautious while disclosing risk in their annual report due to its uncertain consequences
(Suijs, 2007). On the one hand, the disclosure mechanism helps investors to make an informed
decision (Li et al., 2019); while on the other hand, opportunistic managers may try to provide
only limited information to meet the regulatory requirements (Glaum, 2020). In India, the
Securities Exchange Board of India (SEBI, schedule 111), mandates certain disclosures which
is material in the view of the board of directors and have price/performance-sensitive
information. It mandates the formation of a ‘management discussion and analysis section in the
annual report, which has to specify opportunities & threats, risks & concerns, and certain
significant changes. The companies act, 2013 also emphasises mandatory financial disclosure
in annual reports. These regulatory bodies make efforts in encouraging firms to do better risk
disclosures. In the present study, we extend three lines of enquiry related to the firm-level risk
disclosure in the annual report. First, we examine the firm-level determinants of risk disclosure.
Second, the study explores the implication of risk disclosure on firm value. Third, the study
explores the potential impact of the market-wide sentiment environment on the managerial
action for risk disclosure in the annual report. We also investigate the role of governance in
disciplining management. This study has implications for the emerging economy characterized
by ownership concentration, weak investor protection, weak governance mechanism, high

government interventions, inefficient stock market, and high information asymmetry.

The first essay investigates the impact of the founder’s ownership concentration (hereafter,
FOC) on the risk disclosure (RDI hereafter). Indian corporate landscape is dominated by the
family firm where founders have large shareholdings. Such firms where FOC is high have been
an interest in the extant literature. The prior studies document that in firms where ownership is
concentrated in the hands of founders, there is a possibility of private information abuse, weak
internal control, misstatement, fraud, related party transactions, and expropriation of minority
shareholders (Chen et al., 2020; Filatotchev et al., 2011; Shyu & Lee, 2009). These challenges
call for a suitable governance mechanism. Risk governance (risk management committee and
its characteristics) reduces information asymmetry and encourages reliable information about
organisational risk, overall strategy, and policies, i.e., improves disclosures (Biswas et al.,
2019; Subramaniam et al., 2009; Tao & Hutchinson, 2013). This essay further investigates the

moderating role of risk governance on the relationship between FOC and RDI. The study finds



that the higher the FOC, the lower the RDI. Also, a good risk governance nullifies the negative

influence of FOC on RDI, and firms are more motivated to disclose risk-related information.

In the second essay, the study examine the role of RDI on firm value. The firms seem to be
cautious while disclosing risky information in public. In the recent past, voluntary risk
disclosures have gained attention and plenty of arguments are building up to investigate its
impact on firm value. Its impact is primarily a trade-off between costs and benefits. One strand
of literature argues for its benefits and concludes its positive impact on firm value (Al-
Maghzom et al., 2016; Clarkson et al., 2013; Al-Akra and Ali, 2012), whereas others observe
it as a costly affair and reported its negative impact (Haj-Salem et al., 2020; Bokpin, 2013;
Wang et al., 2013). With this inconclusive result, this essay proposes to investigate the impact
of RDI on firm value. Moreover, The study proposes the significant role of governance in
mitigating the negative impact of RDI on firm value. The study finds the negative influence of
risk disclosure on firm value. However, good board governance mitigates this negative

influence.

The third essay examine how management strategically behaves in disclosing risk-related
information with respect to market-wide investor sentiment. It is well known from the literature
that managers exercise discretion in the disclosure of good vs bad information or when the
impact of disclosure is unknown (Lev & Penman, 1990; Suijs, 2007). Managers disclose bad
news when investors are high on their market-wide sentiments (Duong et al., 2018). This
motivates me to investigate the impact of investor sentiment on the manager's discretion
towards risk disclosure. In addition, this essay also investigates the moderating role of
governance between the RDI and investor sentiments. The study finds that during high investor
sentiment periods firms are less likely to disclose risk-related information. Further, the study
concludes the significant role of board governance in diluting the negative effect of investor

sentiments on RDI.

The thesis contributes to the literature in several ways. First, it strengthens the literature on risk
disclosures, founder ownership concentration, investor sentiments, and governance in an
emerging economy. Second, it explores the determinants and plausible effects of risk
disclosures on firm value. Third, it highlights the importance of governance. Forth, it is the first
study to the best of my knowledge, which finds the moderating role of governance in three
different relationships; 1) founder ownership concentration and risk disclosures, 2) risk

disclosures and firm value, and 3) investor sentiments and risk disclosures.



The study follows the literature, despite have some limitations and calls for the need of further
studies. First, the study draws the results from an emerging economy. There is further scope
for a comparative study on the results of emerging and developed economies. Second, the
construct of risk disclosures is based on manual textual analysis. This construct includes all
types of risk. Further, study could be conducted on types of risk disclosures such as strategic
risk, financial risk, business risk, environment risk, foreign risk, credit risk, and default risk.
Also, the RDI construct can follow some other definition according to the literature. Third, the
study takes the top 200 Indian-listed firms as we follow the manual textual analysis of the

annual report for the RDI construct. Further study may take a wider dataset.

Keywords: Risk disclosures, promoter’s ownership concentration, board governance, risk governance, investor
sentiment
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Chapter 5: Conclusion

All the empirical investigations of the thesis are based on positivist research (Luft and Shields,
2014). Therefore, the results of the thesis are reliable and replicable given that the conditions
are the same. Since it is positivist research, the study also validates the RDI construct by
industry experts. The objective of this thesis is to investigate the three aspects of risk

disclosures. These three aspects are investigated in three respective chapters (2,3, and 4).

First, in chapter 2, this thesis explores the determinants of risk disclosures. This chapter
discusses several determinants including firm-level characteristics, risk governance, and
shareholding variables. The study takes data from emerging economies and has implications
for the same. In the emerging economy, founders are likely to have high ownership
concentration, which makes them controlling shareholders (Phani et al., 2004; Khanna and
Palepu 2005; Chakrabarti et al., 2008). Founders as controlling shareholders forces manager to
act in their interest and create agency costs. This chapter investigates the plausible impacts of
founder ownership concentration (FOC) on risk disclosures. It concludes that founder
ownership concentration has significant and negative effects on risk disclosures. This finding
is consistent with the literature (Grassa et al., 2020; Garcia-Meca and Sanchez-Ballesta, 2010)
and supports proprietary cost theory (Verrecchia, 1983). Further, this study investigates the
moderating effects of risk governance in the relationship between risk disclosures and founder
ownership concentration. This suggests that a good risk-governed firm nullifies the negative
influence of founders on risk disclosures and brings transparency. For a better understanding
of the role of risk governance, the study split the sample based on the median of FOC and
group as high FOC firms and low FOC firms. It finds that in high FOC firms the role of risk
governance is significant in disciplining founders toward risk disclosures. These findings are
consistent with agency theory and signalling theory. The study tests for endogeneity issues and
sample biases. It uses propensity score matching, instrument variable estimation and the

Heckman test for robustness. The results are robust.

Second, in chapter 3, the thesis progress to explore the effects of risk disclosures in the annual
report of the firms. Managers exercise discretion over disclosures (Glaum, 2020). They hide or
withhold the information when the consequence of disclosure is unknown (Lev & Penman,
1990) or bad (Suijs, 2007). In contrast, investors rely on public disclosures to make an informed
decisions (Li et al., 2019). Here, the role of governance becomes important, to discipline

managers and promotes transparency among the stakeholders of the firm. This chapter,
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therefore, throws light on the effects of risk disclosure on the performance of the firm (firm
value). Using the GMM model the study finds that risk disclosures in annual report negatively
affects the firm value. In addition, it finds that good board governance mitigates the negative
influence of risk disclosures on firm value and improves the value relevance of the risk
disclosures. The presence of good governance reduces managerial discretion over disclosure
and brings transparency. This finding supports the argument that information is costly and so
is its disbursement (Verrecchia, 1983). The results also support the agency theory and are
consistent with prior literature Haj-Salem et al., (2020), and Elshandidy & Neri (2015). For
robustness check, the study undertakes several tests, including propensity score matching,
instrument variable estimation, and Heckman sample bias tests. The results are consistent and

robust.

Third, the objective of chapter 4 is to investigate the effect of market-level investor sentiment
on discretionary risk disclosures. This chapter studies the managerial discretion on risk
disclosure from a behavioural finance view. Behavioural finance theory suggests that not all
investors are rational. There are investors (irrational), who drive irrational deviation of the
stock prices based on their biases. Investor sentiment is the study of that irrational deviation.
Literature suggests that during high (low) sentiment periods, investors are optimistic
(pessimistic) and neglects (seek) public disclosures. Managers take advantage of investors’
optimism (pessimism) and exercise discretion on disclosures (Bergman and Roychowdhary,
2008; Hurwitz, 2018; Ge, Seybert, and Zhang, 2019). Here, the study explores how the
sentiments affect managerial discretion on risk disclosures and questions the role of governance
in disciplining managerial action for the improvement of risk disclosures. The study uses fixed
effect regression to find the effect of sentiments on risk disclosure along with firm-level
financial controls and macroeconomic controls. It finds that during high values of the sentiment
index, managers reduce risk disclosures. The results are consistent on year-fixed effect,
industry-fixed effect, and firm-fixed effects. Further, it explores on moderating role of
governance in between RDI and sentiments. Using OLS regression, the study finds that, firms
having comparatively large board sizes and more independent directors on the board mitigate
the negative influence of sentiments on risk disclosures. Additionally, the study divides the
sample into two parts based on several firm-level variables, such as; size (high-low),
idiosyncratic risk (high-low), foreign institutional investor (high-low), promoter shareholdings
(high-low), firm’s total risk (high-low), firm’s age (high-low), retained earnings (high-low),

and market to book value ratio (high-low). This sub-division of the sample is to check the
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impact of sentiment on risk disclosures in these firm-level settings. The finding suggests that
the effect of sentiments is more pronounced in firms which are larger in size, higher at firm
risk, lower at foreign institutional shareholdings, higher at promoter shareholdings, higher at
total firm risk, matured firms, and lower at the market to book ratio. Similarly, the study
investigates the moderating impact of board size and independent directors in between RDI-
sentiment on these sub-samples. It finds that the role of governance is more evident in firms
which are larger in size, risky, lower at Flls, higher at promoter shareholdings, younger, and

lower at the market-to-book ratio.

This thesis contributes to the literature in various ways. First, it contributes to the literature on
risk disclosures, founder ownership concentration, firm performance, governance, and investor
sentiments. Second, it brings attention towards the significant association between risk
disclosures and founder ownership concentration, firm value, and investor sentiments in an
emerging economy. Third, it highlights the importance of governance for better transparency
and disciplining the managerial discretions over risk disclosures. A well-governed firm
mitigates the negative influence of the ownership concentration of founders and the managerial
discretion of managers on risk disclosures. In addition to that, governance enhances firm value

via improving value-relevant risk disclosures.

The study has implications for the Indian listed firms, regulatory bodies, investors, and other
stakeholders of the firm. The Indian listed firms can understand the determinants of risk
disclosures, its impact on the value of the firm, and how the investor’s perception affects the
risk disclosures. The regulatory bodies of India, SEBI with its core objective to safeguard the
investor’s rights and protect their exploitation can work more on regular monitoring of
governance and risk governance to monitor the discretionary power of founders and managers.
Investors and other stakeholders of the firm can evaluate the firm and take an informed decision

based on risk disclosures.

There are certain limitations of this study which invite future scope of studies. First, the results
are based on the top 200 Indian-listed firms on NSE. Further study could be conducted on the
bigger data set. Second, though the construct of risk disclosures is taken from the literature,
still there are several other risk keywords and other methods to measure risk disclosures. Based
on different types of risk keywords, future studies could be conducted on other measures of
risk disclosures and segregate them into specific types of risk like strategic risk, operational

risk, financial risk, environmental risk, and business risk. Third, due to the limited ability biases
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of the investor to understand the annual, they may skip the important information of risk
disclosures while making informed investment decisions. Future studies can be conducted to

eliminate these biases.
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Appendix 1: Examples of risk-information captured from MD&A report of Reliance

Industries Ltd., 2018

IT) Safety and Operational Risks a) Health, Safety and Environmental (HSE) risks in
Operations

Reliance is exposed to a wide spectrum of HSE risks, given the diversity and complexity of the
industry, it operates in. The exploration & production of oil and gas and their further refining
and processing is regulated by various

HSE related regulations across the geographies where Reliance operates. A major HSE
incident, such as fire, oil spill, security breach can result in loss of life, environmental
degradation and overall disruption in business activities.

Mitigation: The Reliance HSE policy requires that ‘Safety of persons overrides all production
targets’. This ensures that all employees strive for excellence in their own personal safety and
the safety of others including employees, contractors, customers and the communities within
which Reliance operates. Furthermore, Reliance believes that all injuries, occupational
illnesses as well as safety and environmental incidents are preventable. Reliance focusses on
process safety management as a key area to manage its risks. A separate Safety and

b) Safety and environmental risks during Transportation

Technical integrity failure, natural disasters, extreme weather, human error and other adverse
events or conditions could lead to loss of containment of hydrocarbons or other hazardous
materials, as well as fires, explosions or other personal and process safety incidents during
transportation by road, sea or pipeline.

Reliance is exposed to a complex and diverse range of marine risk including: exploration
vessels, oil tankers, chemical tankers, gas tankers, dry cargo vessels, operating ethane vessels,
operating chemical tankers, operating a large fleet of tugs and port service vessels as well as
owning and operating a significant amount of port and terminal infrastructure. With 96% of all
crude being supplied to Reliance by vessel and the overwhelming majority of refined products
being exported by vessel it is essential that these activities are actively managed to avoid HSE
incidents, oil spills or disruption to business activities and processes.

Mitigation: An augmented ship vetting programme has been introduced to ensure that all
vessels contracted to carry Reliance cargoes undergo an enhanced risk assessment screening
using state-of-the-art predictive risk software. For incident response in shipping formal
documentation and cascading has been completed.
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¢) Physical Security and Natural Calamity risks

Hostile acts such as terrorism or piracy could harm the Company’s people and disrupt its
operations. Some of Reliance’s sites are also subject to natural calamities such as floods,
cyclones, lighting and earthquakes. If the Company does not respond, or is perceived to not
respond, in an appropriate manner to either an external or internal crisis, its business and
operations could be severely disrupted.

Inability to restore or replace critical capacity to the required level within an agreed timeframe
would prolong the impact of any disruption and could severely affect Reliance’s business and
operations.

* Interest Rate risk

Reliance borrows funds from domestic and international markets to meet its long-term and
short-term funding requirements. It is subject to risks arising from fluctuations in interest rates.

Mitigation: The interest rate risk is managed through financial instruments available to convert
floating rate liabilities into fixed rate liabilities or vice versa, and is aimed at reducing the cost

of borrowings.

* Foreign Exchange risk

Reliance prepares its financial statements in Indian Rupee (INR), but most of the payables and
receivables of hydrocarbon business are in US Dollars, minimising the cash flow risk on
account of fluctuations in foreign exchange rates. Reliance avails long-term foreign currency
liabilities (primarily in USD, Euro and JPY) to fund its capital investments. Reliance also avails
short-term foreign currency liabilities to fund its working capital.

Mitigation: Foreign exchange risk arising from mismatch of Foreign Currency Assets,
Liabilities and Earnings is tracked and managed within the risk management framework.

Appendix 2: Validity check of the RDI construct.

| have circulated a questionnaire to few industry experts, who are financially qualified in the
Indian setting to validate the RDI construct. The questions in the questionnaire along with

responses are represented below:

Ques 1: Do you think that annual report of the firm contains information about risk of the

firm?

Response:
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@ Yes
@ No

Ques 2: Do you think that “Management discussion and Analysis” section of the annual

report contains significant information about risk of the firm?

@ es
@ No

Ques 3: Do you consider following list of words appropriate for disclosing risk of the firm

in an annual report (Please tick as many as you think can describe risk of the firm):

Ambiguity 3(25%)
Against 3 (25%)
Challenge 10 (83.3%)
Change 4 (33.3%)
Complicated 4(33.3%)
Contradictive 4(33.3%)
Fluctuant 3 (25%)
Influence 5(41.7%)
Intensive 4 (33.3%)
Onerous 2 (16.7%)
Potential 5(41.7%)
Pressure 6 (50%)
Probable 2(16.7%)
Risk 9(75%)
Trial 0 (0%)
Uncertainty T (58.3%)
Unfavourable 9 (75%)
Unstable T(58.3%)
Vary 2(16.7%)
Volatile 9(75%)
Whether 3(25%)
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Ques 4: How do you rate the Index created from above listed 21 words in describing risk of the

firm, on the scale of 5. Here 1 means bad, and 5 means good.

Response:

7 (58.3%)

3 (25%)

2 (16.7%)
0 (?%J 0 (i?%l

Overall interpretation:

Based on the responses from industrial experts, the RDI construct seems to be valid in Indian
context. Here, 83.3% of respondents agree that annual report of the firm contains risk of the
firm. 75% of respondents agree that MD&A section of annual report contains significant risk
information of the firm. The RDI construct has got 4 scale rating from 58.3 % respondents

while 25% of respondents have given 5 scale ratings in measuring risk disclosures by firm.
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