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This study has two main objectives. The first is
exploratory, documenting the nature and extent of disclo-
sure in the annual reports of banks operating in Bahrain.
The second is explanatory, addressing the bank-specific
0 variables associated with the observed level of disclosure.
Four variables (size, profitability, leverage, and stock
market listing) that might be associated with the level of
disclosures in the annual reports were examined using
ranked (OLS) regression model. The study found that
disclosures in the annual reports of Bahraini banks with
respect to strategies, management, future prospects, em-
ployees, social activities, competition and market share,
and market capitalization are limited. The study also found
evidence supporting the hypothesis that size of banks, as
measured by total assets, Is positively related to level of
annual reports’ disclosure. However, no significant asso-
ciations were found between the level of disclosure and
' i the other three variables; profitability, leverage, and stock
market listing.
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There have been many empirical studies on disclosure by compa-
nies over the last two decades. Marston and shrives (1996) reviewed the
disclosure index literature and identified 32 studies, 13 of which were
published in the 1990s. These studies, however, focused on disclosure
practices of companies operating in developed countries. Only five of the
32 studies identified by Marston and Shrives (1996) covered developing
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countries and none of these five examined companies were operating in
the Middle East. In addition, although banks represent a significant and

influential sector of the economy of various countries, no study in the past.

examined specifically the disclosure practices in the annual reports of
banks'. Wallace et al (1994) reported that none of the previous disclo-
sure studies, except Malone ef al (1993) on the oil and gas industry, was
industry-specific.

This paper seeks to remedy the omission of both the Middle East
region and the banking industry from disclosure index literature. More
specifically, this study has two purposes. The first is exploratory, docu-
menting the nature and extent of disclosure in the annual reports of
banks operating in Bahrain. The second is explanatory, addressing the
firm-specific variables associated with the observed level of disclosure.

The rest of the paper is organized into six sections. The first section
briefly describes the financial accounting and reporting environment for banks
operating in Bahrain as a background for the study; the second provides a
review of relevant literature. The third Section states the hypotheses to be
tested in this study. Section four outlines the research design and methodol-
ogy. Section five presents the findings of the study. The last section sum-
marizes and concludes the study.

Financial Accounting and Reporting Environment of
Banks Operating in Bahrain

Banks and other financial institutions operating in Bahrain are
supervised by the Bahrain Monetary Agency (BMA) which was created in
1973 with extensive central banking power. The Agency grants three
different types of banking licenses: full commercial banks, offshore
banks, and investment banks. Full commercial banks are aliowed to offer

1. Reconizing the importance of banks and the fact that bank operations and, thus, their
accounting and reporting requirements, are different from those of other business
organizations, the International Accounting Standard Committee issued in August 1990
International Accounting Standard No. 30 which specifically deals with disclosure in the
financial statements of banks. It is the first international accounting standard to be issued
by the IASC for adoption by a specific industry grouping.
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all banking services to individuals and institutions resident in Bahrain.
Offshore banks, on the other hand, are only allowed to offer banking
services to non-residents of Bahrain. They are not allowed to deal with
residents of Bahrain, except for the Government and full commercial
banks. Offshore banks are also not allowed to offer current checking
accounts. Investment banks are permitted to accept deposits from banks
inside and outside Bahrain, to accept deposits from non-banks outside
Bahrain, and to make loans and advances to non-residents. Investment
banks are allowed to issue cheque books, offer current accounts
services, or overdraft facilities. Banks operating in Bahrain under any of
the above three types of licenses, can either be locally incorporated or
branches of foreign banks.

The two most important legislations governing the financial report-
ing of banks operating in Bahrain are: Bahrain Monetary Agency Law of
1973 and Bahrain Commercial Companies Law of 1975. The Agency
Law requires that banks supply information needed by the agency for
supervisory and statistical purposes. Among the information required by
the Agency are annual audited financial statements. In 1992, the Agency
required that the audited financial statements of banks be prepared
according to the International Accounting Standards (IAS) issued by the
International Accounting Standards Committee (IASC). The Bahrain
Commercial Companies Law of 1975 also requires that companies
(including banks) incorporated in Bahrain should prepare, for each
financial year, a balance sheet and a profit and loss statement (Article
166). The Law also requires that these statements be audited by
independent auditors (Article 184). The Bahrain Commercial Companies
Law of 1975, however, neither specifies the accounting standards which
should be used in preparing companies’ financial reports nor the auditing
standards that should be followed by auditors in performing their audits.

Literature Review

In their review of disclosure research, Marston and Shrives (1996)
divided disclosure studies into two main groups. The first group includes

- those studies that use disclosure index to measure disclosure level and

N then test the association between the observed disclosure level and
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various company-specific variables. The second group consists of
studies with a measure of disclosure that is not an index (i.e. Beattia and
Jones, 1992; Forker, 1992; Brennan, 1995: Kasznik and Lev, 1995;
Zimmer, 1994). The first group of studies is more relevant to this paper
and is discussed briefly below.

Cerf (1961) seems to have been the first to construct an index of
disclosure by specifying and weighting the type of information that might
appear in the financial statements. He used the index to examine the
relationship between the level of annual report disclosure and a number
of firm-specific characteristics. Following Cerf, Copeland and Fredericks
(1968), Singhvi and Desai ((1971), Buzby (1974), Firth (1979), Cooke
(1989, 1993), Malone et al (1993), Ahmed and Nicholls (1994), Wallace
et al (1994), among others, have used different types of disclosure
indices to measure the extent of disclosure and relate it to various
company characteristics.

Some disclosure index studies concentrate on voluntary disclo-
sures, arguing that mandatory disclosures have to be made anyway
(e.g., Lang and Lundholm, 1993). Others have also considered manda-
tory disclosures because, in some countries, monitoring of disclosure by
authorities is poor (e.g., Ahmed and Nicholls, 1994); Schadewitz, 1984;
Wallace et al, 1994). In such an environment, mandatory items may be
perceived as voluntary.

The information items forming the basis of the disclosure index
varied from a minimum of 24 (Chow and Wong-Boren, 1987) to a
maximum of 289 (Spero, 1979). Different methods were used in choosing
the items to be included in the disclosure index. Some researchers chose
the items by reviewing international accounting standards (i.e., Cooke,
1989, 1993). Others choose the items by reviewing the accounting
literature (McNally et al, 1982). Disclosure items may also be chosen by
reviewing corporate annual reports so as to identify the best disclosure
practices (Malone et al, 1993).

‘Some of the disclosure indices were weighted either subjectively,
by the researcher(s) alone or by the researcher(s) using weights elicited
from surveys of users’ perceptions (e.g., Cerf, 1961; Buzby, 1974, 1975;
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Barrett, 1976; Malone et a/, 1993), while others were unweighted (Chow
and Wong-Boren, 1987; Cooke, 1989, 1993; Raffournier, 1995). Marston
and Shrives (1991) suggested that for indices with large numbers of
items both unweighted and weighted items would give similar results. |n
addition, Robbins and Austin (1986), Chow and Wong-Boren ( 1987) have
provided some proof that there may be no significant difference between
weighted and unweighted disclosure indices. Similarly, Spero (1979)
found that attaching weights was irrelevant because those firms that are
better in disclosing “important items” are also better in disclosing “less
important items”. Cooke (1989) argued that “an approach which tried to
encapsulate the subjective weights of a multitude of user groups would
be unwieldy, and probably futile”. Similarly, Marston and Shrives (1996)
stated that “Introducing weights can be said to favor a particular user-
orientation and as such introduces a further degree of subjectivity into the
development of disclosure models”.

The firms’ characteristics that were examined as possible predic-
tors of the extent of disclosure, ranged from two to eleven. The most
popular firms’ characteristics examined by previous researchers were:
corporate size, leverage, industry type, listing status, profitability and size
of auditors. All these variables, except industry type and size of auditors,
_will be tested in this study. Industry type is irrelevant in this study since all
firms examined come from one industry; i.e., banking. The size of
auditors cannot be tested because all banks in the sample are audited by
one of the “Big Six” audit firms. The next section discusses firms’
characteristics that will be tested in this study and states the hypotheses.

Research Hypotheses
Size

Almost all disclosure index studies examined the impact of firm size
on the level of disclosure. Different surrogates for size were used. The
most common among them were: total assets, sales/turnovers, and
market capitalization. The general finding was that size is positively
associated with level of disclosure (Cerf, 1961; Buzby, 1975; Firth, 1979;
Chow and Wong-Boren, 1987; Cowen ef al, 1987; Hossain et al, 1994).
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In fact, Raffournier (1995) showed that size is not just a proxy for other
variables but has a proper effect on its own.

A number of theoretical explanations for the positive relationship
between size and level of disclosure were provided. Buzby (1975)
pcinted out that small firms may not have the necessary resources for
collecting and presenting detailed information in their annual reports and
accounts. Similarly, Ahmed and Nicholls (1994) argued that larger firms
have the resources and expertise necessary for the production and
publication of more detailed financial statements to meet the diverse
needs of many shareholders and creditors. In addition, the management
of small firms may believe more strongly that detailed disclosure would
endanger their competitive position (Myers, 1977; Schipper, 1981).
Finally, Dierkes and Coppock (1978) posited that larger firms tend to
receive more public attention and, therefore, are under greater pressure
to disclose more information. Considering the above, the following is
hypothesized:

HO1: «There is no positive association between the size of a
bank and the level of disclosure in its annual reports».

Leverage

Fama and Miller (1972), Jensen and Meckling (1976), among others,
have suggested that agency costs are higher for firms with higher leverage
and that one way to reduce these costs is to increasé the level of
disclosure. In other words, there is-a positive relationship between
leverage and level of disclosure. Based on this theoretical argument, many
disclosure index studies explored the relationship between leverage and
level of disclosure. Their findings were mixed. Chow and Wong-Boren
(1987), Wallace et al (1994), and Hossain et a/ (1994) found that leverage
was not associated significantly with disclosure level. On the other hand,
Malone ef al (1993), Ahmed and Nicholls (1994), found a positive relation-
ship between level of disclosure and a firm's leverage. Based on theore-
tical and empirical findings, the following is hypothesized in this study:

H02: «There is no positive association between the amount
of leverage of a bank and the level of disclosure in its
annual reports»,

i ———
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Profitability

Singhvi and Desai (1971) argued that higher earnings would
‘ stimulate managers to disclose more information in order to ensure
!
|

investors of the firm’s profitability and boost management’s compensa-
tion. This argument was supported through empirical studies by Singhvi
and Desai (1971) themselves as well as by other researchers (e.g., Cerf,
1961; Malone et al, 1993).

The above research findings lead to the following hypothesis:

H03: «There is no positive association between the profit-
ability of banks and level of disclosure in their annual
reports».

Listing Status

Many disclosure index studies suggest that companies that are
listed/traded on the stock market, disclose more information than those
that are not listed. Firth (1979) found a positive association between
listing status and disclosure. Many other studies supported Firth’s resuit.
These include: Singhvi and Desai, 1971; Cooke, 1989; Lang and
Lundholm, 1993; Hossain et al, 1994. Based on these findings, the
following is hypothesized:

HO04: «The level of disclosure in the annual reports of banks
that are listed on the stock market is not higher than
those that are not listed on the stock market».

Research Design

The Sample and Data Collection

3 The population for this study consists of all commercial, offshore,
': and investment banks incorporated in Bahrain. As of December 31,
- 1994, there were 29 banks incorporated in Bahrain?. Banks incorporated

_ 2 As of December 31, 1994, The total number of commercial banks operating in Bahrain
(i;e,, Wwhether incorporated in Bahrain or branch of foreign bank) was 19, while the total
number of offshore banks was 47 and the total number of investment banks was 27

{BMA, 1994),
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outside Bahrain but with either a branch or representative office in
Bahrain, were excluded because they are subject to the accounting and
reporting requirements of their home country; thus, their accounting
practices might significantly differ from those of Bahraini banks. From the
population of banks incorporated in Bahrain, nine banks were excluded
because their annual reports, which represent the source of data for this
study, were not available at the time of conducting study. Thus, the
sample for this study consists of 20 banks (74% of the population); six
commercial banks, eight offshore banks, and six investment banks.

Measuring the Level of Disclosure (the Disclosure Index)

The level of disclosure in annual reports of banks will be measured
through a disclosure index (DI). The initial step in developing the index is
to develop a disclosure checklist of information items that are expected to
appear in firms’ annual reports. For this study, a disclosure checklist that
consists of 78 items was developed (Table 1). These items were selected
using a two-stage process. First, a comprehensive list of disclosure items
was compiled by the researcher through a review of disclosure index
studies and banks annual reports. The list was then evaluated for its
comprehensiveness and relevance to Bahrain by a group of five indivi-
duals consisting of a senior banker, an audit firm partner, an accounting
professor, a senior official from the Bahrain Monetary Agency, and an
investor who is actively involved in trading in the Bahrain Stock Ex-
change. These individuals, who have knowledge and expertise in banks’
financial reporting, were identified by the researcher through his personal
contacts. Based on the feedback and comments received, a disclosure
checklist that consists of 78 items was developed. The 78 items were
classified into two main categories. The first category consists of 37
items of information which relate to banks’ operating results (income
statement items), financial position (balance sheet items), off balance
sheet transactions, and maturity and concentration of banks’ assets and
liabilities. The second category, which consists of 41 disclosure items,
covers information about banks' strategies, future prospects, manage-

ment, employees, competitors, and stocks.
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Table 1

Extent of Disclosure of Each Item in the 1994 Banks’ Annual Reports
(Percentage Analysis)

Commercial Offshore Investment All Banks

# Disclosure item Banks Banks Banks
{N=6) {N=8) {N=6) {N=20)
General Corporate information
1" Brief history of company 50% 88% 67% 70%
2 Organisational structure 0% 25% 17% 15%
Corporate Strategy:
3 Statement of strategy and objectives - general 33% 63% 50% 50%
4 Statement of strategy and objectives - financial 0% 13% 0% 5%
5 Statement of strategy and objectives - marketing 17% 38% 17% 25%
6 Statement of strategy and objectives - social 0% 0% 0% 0%
7 Impact of strategy on current results 0% 25% 0% 10%
8 Impact of strategy on future results 0% 13% 0% 5%
Future Prospects
9 Qualitative forecast of sales 0% 25% 0% 10%
10 Quantitative forecast of sales 0% 0% 0% 0%
11 Qualitative forecast of profits 0% 0% 0% 0%
12 Quantitative forecast of profits 0% 0% 0% 0%
Information about Board of Directors:
13 Name of the Directors 100% 100% 100% 100%
14 Educational Qualifications (Academic and Pro- 0% 0% 0% 0%
fessional)
15 Commercial expenence of the executive director 0% 13% 0% 5%
Information about Executive Management:
16 Name of the Executive : 83% 100% 83% 90%
17 Educationa! Qualifications (Academic and Pro- 0% 0% 0% 0%
fessional)
18 Commercial experience of the executive 0% 0% 0% 0%
Employee Information:
19 Number or % of Bahraini employees 50% 0% 0% 15%"*
20 Categories of employees by gender 0% 0% 0% 0%
21 Amount spent on training 0% 0% 0% 0%
22 Nature of training 33% 0% 0% 10%
23 Categories of employees trained 33% 0% 0% 10%
24 Number of employees trained 17% 0% 0% 5%
- 25 Recnuitment policy 0% . 0% 0% 0%
Soclal Information:
26 Charitable donations (amount) 50% 0% 17% 20%
27 Community programs (general) 66% 0% 0% 20%**
L ‘Competition Information:
28 Competitor analysis - qualitative 0% 0% 0% 0%
28 Competitor analysis - quantitative 0% 0% 0% 0%
larket share analysis - qualitative 0% 0% 0% 0%
L rke;::;are analy5|s - quantitative 0% 0% 0% 0%
ility ratlos 33% 75% 50%

0% 13% 0%

flow ratios
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Table 1 (Cont.)

Extent of Disclosure of Each Item in the 1994 Banks’ Annual Reports
(Percentage Analysis)

Commerclal Offshore Investment All Banks
# Disclosure item Banks Banks Banks (N=20)
(N=6) (N=8) (N=8)

34 Liquidity ratios 17% 50% 33% 35%
35 Gearing ratios 17% 50% 33%
36 Dividend payout policy 0% 0% 0%
37 Financial history or summary-five or more 33% 38% 50%
years
Stock Price Information:

38 Market capitalization at year-end 0% 0% 0%
39 Market capitalization trend 0% 0% 0%
40 Size of shareholdings 0% 0% 0%
41 Type of shareholder 40% 20% 0%
Revenue ltems:
42 Interest and mimilar income 100% 100% 100%
43 Dividend income 67% 75% 75%
44 Fee and commission income 100% 87% 50%
45 Gains less losses arising from dealing securities 50% 63% 20%
46 Gains less losses arising from investment secu- 50% 87% 50%
rities
47 Gain less losses arising from dealing in foreign 50% 50% 13%
currencies.
Expense ltems:
48 Interest expense and similar charges 100% 100%
49 Fee and commission expense 33% 50%
50 General administrative expenses 100% 100%
Losses on loans and advances :

51 The accounting policy which describes the basis 50% 38%
on which uncollectable loans and advances are
recognized as an expense and written off.

52 Details of movements in the provision for losses 83% 87%
on loans and advances during the period.
The amount charged/credited to income In
the period for :

53 Losses on uncollectable loans & advances

54 Loans & advances written off

55 Loans and advances previously written off that
have been recovered.

§6 The aggregate amount of the provision for
losses on loans & advances at the balance
sheet date.

57 The aggregate amount included in the balance
sheet for loans and advances on which interest
is not being accrued.

58 The basis used to determine the carrying
amount of loans and advances on which interest
is not being accrued.

Assets :

59 Cash and balances with the central bank.

60 Dealing securities

61_Placement with, and loans and advances to, other banks
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.Table 1 (Cont.)
Extent of Disclosure of Each Item in the 1994 Banks’ Annual Reports
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. ___eXposure

(Percentage Analysis)
Commercial Offshore Investment All Banks

# Disclosure ltem Banks Banks Banks (N=20)

(N=6) (N=8) (N=6)
62 Loans and advances to customers. 100% 100% 100% 100%
63 Investment secvrities. 100% 100% 100% 100%
The market value, If different from the carry-
ing amount, of :
64 Dealing securities 25% 43% 25% 33%
65 Marketable investment securities 100% 100% 83% 95%
Llabliities :
66 Deposits from other banks 100% 100% 100% 100%
67 Amounts owed to other depositors 100% 100% 100% 100%
Contingencies and Commitments :
68 The nature and amount of commitments to 100% 75% 3% 76%
extend credit that are irevocable because they
cannot be withdrawn at the dicretion of the bank
without the risk of incurring a significant penalty
or expense.
The nature and amount of contingencies and
commitments arising from off balance sheet
Iitems Including those relating to :
69 Direct credit substitutes (inciuding general guar- 83% 100% 100% 94%
antees of indebtedness, bank acceptance guar-
antees and standby letters of credit serving as
financial guarantees for.loans and securities).
70 Certain transaction-related contingencies (in- 67% 75% 100% 76%
cluding performance bonds, bid bonds, warran-
ties and standby letters of credit related to
particular transactions).

71 Short-term self-liquidating trade-related contin- 33% 50% 67% 47%

gencies arising from the movement of goods,
such as documentary credits where the under-
lying shipment is used as security.
72 Interest and foreign exchange rate reiated items 20% 75% 60% 56%
(including swaps, options and futures)
Maturity grouping of :
73 Assets 100% 87% 67% 80%
74 Liabilities 100% 87% 67% 80%
Significant concentrations (geographical, in-
dustry, etc.) of:

75 Assets 100% 87% 83% 90%
76 Liabilities 100% 87% 83% 90%
77 Off balance-sheet items 100% 63% 67% 75%

78 The amount of significant net foreign currency 0% 13% 17% 10%

‘:. Statistically significant at 5% level or better.
 Statistically significant at 1% level or better.
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After selecting the disclosure items, a decision needs to be made
on whether or not to assign weight to each item so reflecting its
importance. For this study, it has been decided to unweight the disclo-
sure items. The implied assumption is that each disclosure item is equally
important. This is a valid assumption since this study does not seek to
measure the quality of disclosure, but whether or not the information is
disclosed. Argument and support for the unweighted index approach can
be found in Spero (1979), Robbins and Austin (1986), Chow and Wong-
Boren (1987), Cooke (1989), Raffournier (1995), Marston and Shrives
(1996).

The next step in developing the index is to select a scoring scheme
to capture levels of disclosure. A dichotomous scoring, in which an item
scores one if it is disclosed and zero if it is not disclosed, was adopted in
this study. The dichotomous scoring procedure is commonly used in
disclosure index studies (Firth, 1979; Wallace, 1987; Cooke, 1989;
Raffournier, 1995). However, if a specific item of information is not
disclosed because it is irrelevant for a specific bank, then it is marked as
irrelevant.

Once all the items have been scored, an index is created to
measure the relative level of disclosure by a specific bank. The index is a
ratio of the total scores awarded to a given bank, to the maximum score
that the respective bank is expected to earn. The maximum score that a
bank is expected to eam, equals the total number of disclosure items in
the checklist (i.e., 78 items) less the number of items irrelevant to the
given bank. Thus;

Dli = 5 Si/Mi

Where

DI = disclosure index for bank i.

S = total scores awarded to bank i.

M = maximum score which bank is expected to eam.

i = subscript denoting bank, (i= 1,......, 20).
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Since the maximum score (M) that a bank can eam varies among
banks, a bank is not penalized for those items that are not relevant to it.
Therefore, comparison among banks, based on Dl, is possible.

The Independent Variables

Four independent variables are examined in this study. These are:
size, leverage, profitability, and stock market listing. Total assets is used
as a measure of size. Leverage is measured by the ratio of a bank’s total
liabilities to total assets. Profitability is measured by the return on
average shareholders’ equity (ROE). Finally, stock market listing is a
dichotomous variable that is measured by whether or not a bank s listed
on the Bahrain Stock Exchange; the only stock exchange in the country.
Banks listed on the Exchange were assigned a value of 1. Those that are
not listed on the Exchange were assigned a value of 0.

The measures used for size, leverage, and profitability variables
were rank transformed when testing for their association with the level of
annual reports disclosure. This rank transformation mitigates the impact of
measurement errors and outliers. Nevertheless, the sensitivities of the
selected measures were tested using three alternative measures, one for
each variable. These were; total shareholders’ equity (size measure),
return on assets (profitability measure), and ratio of long-term debt to total
debt (leverage measure). Correlation between each measure used in the
study and its alternative were calculated using Spearman R correlation.
The results show that statistically significant correlation (at p < 0.05) exists
between each measure used in the study and its alternative. Thus, the
results of the study are not sensitive to the alternative measures of size,
leverage, and profitability.

" Statistical Analysis and Tests

The associations between the disclosure index (DI) and the four
explanatory variables were tested using ranked (OLS) regression (Table
* 2). Lang and Lundholm (1993) have recommended the use of ranked
- (OLS) regression as a powerful method for coping with data sets with
- Non-linear and monotonic relationships between the dependent variable
~and explanatory variables. Cheng et al (1992) have also suggested that
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rank transformation provides additional confidence in statistical results
because it: (1) yields a distribution-free date; (2) provides results similar
to the ones that can be derived from ordinal transformation; and (3)
mitigates the impact of measurement errors, outliers, and residual
heteroscedasticity on the regression results®. Recognizing these bene-
fits, Wallace et al (1994) used ranked (OLS) regression to test the
relationship between level of disclosure and various explanatory vari-
ables.
Table 2
Descriptive Statistics of the Variables*

. Commercial Offshore Investment  All
Variable Banks Banks Banks  Banks
(N=6) (N=8) (N=6) (N=20)

The Dependent Variable

Disclosure Index (%) Mean 0.42 0.46 0.33 0.41
Std. Dev. (0.09) (0.10) (0.11) (0.11)

The Explanatory Variables

Total Assets (BD 000's)™ Mean 356,058 1,372,837 158,251 703,427
Std. Dev.  (361,715)  (2,600,168)  (201,873) (1,690,161)

Leverage (%) Mean 0.87 0.76 0.49 0.71
Std. Dev. (0.04) (0.15) {0.33) (0.25)

Profitability (%) Mean 0.12 0.09 0.05 0.08
Std. Dev. (0.02) (0.05) (0.06) (0.05)

Listing Status Listed 5 5 4 14
Unlisted 1 3 2 8

* Data Source: Banks 1994 annual reports. The classification of banks by type is based on the
Bahrain Monetary Agency’s classification of these banks (Bahrain Monetary Agency, 1894).
* 4 BD= 265 US$.

Varlable Description: -

Disclosure Index: The total score awarded to a bank devided by the maximum score which a bank
is expected to eam.

Total Assets : Total assets of a bank at year end.

Leverage: The ratio of a bank’s total liabilities to total assets at year end.

Profitability: The ratio of net profit to average shareholders’ equity. The average here is

defined as (beginning of the year balance + end of the year balance) /2.
Listing Status: A dummy variable: 1 if listed in the Bahrain Stock Exchange, and 0 if unlisted.

3. One problem with rank-transformed data is that it may reduce the levels of reported
significance (Cheng et al, 1992).
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In this study, the following model was estimated using the ranked
OLS regression:

DI/ = B0 + 1 asseti + 2 ROEj + 43 leverage i + (4 listingi + e/
where;
Dli= the disclosure index for bank i (i = 1,..... ,20).
B0 = the intercept.
B1 = the parameter for the size variable, i.e., total assets.

p2 = the parameter for the profitability variable, i.e., return on equity
(ROE)

p3 = the parameter for the leverage variable, i.e., leverage ratio.
p4 = dichotomous variable; 1= bank is listed in the Bahrain Stock Exchange

0= bank is not listed in the Bahrain Stock
Exchange

e/ = the residual

Descriptive statistics for the dependent variable and the indepen-

:  dent variables are presented in Table 2. The Table shows that the

average total assets for the sample is BD 703,427,000 with a standard

&  deviation of BD 1,690,161,000. The ratios of banks’ total liabilities to total

.. assets range between 0.3% and 92.6%, with a mean of 71%. Profitability

ratios, as measured by the ratio of net profit to average shareholders’

equity, for the 20 banks ranged between - 4.7% and 17.3%. Finally, with

respect to stock market listing, 14 banks were listed on the Bahrain Stock
Exchange and six were unlisted.

To examine whether statistically significant differences exist among
;;the three types of banks with respect to size, leverage, profitability, and
Stock market listing, Kruskal- Wallis One- Way ANOVA tests were
performed. Only the level of leverage was found to be statistically
gnificant at p < 0.01. The percentage of leverage is highest for
mmercial banks (87%) and lowest for investment banks (49%). This is
ot surprising as commercial banks depend, more than the other two
es of banks, on customer deposists as a source of fund.
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Correlation Among Variables

Table 3 presents correlation coefficients between all variables. The
results suggest that collinearity is @ potential statistical problem in the
multivariate model. A symptom of collinearity was the reversal of the sign
of the coefficients of leverage and profitability variables between the
correlation matrix and the regression mode!l. To evaluate the potential
effect and seriousness of the collinearity problem, the variance inflation
factor (VIF) was calculated for each variable in the model*. Collinearity is
considered a problem only when VIF exceeds 10 (Mendenhall and
Sincich, 1989). As shown in table 3, the highest VIF for the variables in
the regression mode! was 2.6629. Thus, collinearity did not appear to be
a serious problem in interpreting the regression results.

Table 3
Correlation Coefficients Among All Variables
(N= 20)

B

—
Rankindex RankAssets RankLeverage RankProfit Listing

Rankindex 1.0000
RankAssels 0.8326" 1.0000
p= 0.000)
RankLeverage 0.5182 0.6316* 1.0000
(p=0.019) (p=0.003)
RankProfit 0.2791 0.4977 0.6571* 4.0000
(p= 0.233) (p= 0.026) (p=0.002)
Listing 0.1041 0.3784 -0.0378 0.1135 1.0000

(p=0662)  (p=0.100) (p=0874)  (p=0.834)

* Coefficient of correlation significant at 1% level or better, p-value for 2-tailed test.

Variable Description:

Rankindex: Rank transformation of the total score awarded to a bank devided by the
maximum score which a bank is expected to eam.

RankAssets: . Rank transformation of the total assets of a bank at year end.

RankLeverage: Rank transformation of the ratio of a bank's total liabilities to total assets at year end.

RankProfit: Rank transformation of the ratio of net profit to average shareholders’ equity.

The average hereis defined as:
(Beginning of the year balance + end of the year patance) /2.
Listing: A dummy variable: 1 if listed in the Bahrain Stock Exchange, and 0 if unlisted.

4. VIF is equal to 11(1-R-sequare), where R-sequare is derived from the regression of an
explanatory variable on all other explanafory variables (Mendenhall and Sincich, 1989).
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Findings

The Extent of Disclosure

The overall disclosure level for the 20 banks based on the 78
disclosure items was low. The average score for the sample in the
disclosure index was 41%, with a standard deviation of 11% (see Table
2). Only 5 of the 20 banks (or 25% of the sample) had a disclosure index
of 50% or more. In addition, the highest score achieved in the disclosure
index was 62%. On average, offshore banks have the highest level of
annual report disclosure (46%), followed by commercial banks (42%),
and investment banks (33%).

Detailed analysis of disclosure level by item of information, is
presented in Table 1. The Table shows that disclosures with respect to
strategies, future prospects, management, employees, social activities,
competitors and market shares, and market capitalization data are
3 IiFﬁited. Of the 20 banks, only ten (50%) provided a general statement of
strategy and objectives, five banks (25%) disclosed information about
their marketing strategy, one bank (5%) disclosed its financial strategy,
- and none provided any information about their social strategy and
- objectives. Similarly, less than 10% of the banks disclosed information
- about the impact of their strategies on current and future results. Future
_ oriented and forecast information is almost nonexistent. No single bank

provided a quantitative forecast of revenues or profits, or even qualitative
_' ormation about future profits. Only two of the banks (10%) disclosed
SOme qualitative information about future revenues. With respect to
gisclosure about management, the only information provided by Bahraini
9anks are the names of the board of directors and management team.
NOne of the twenty banks, published in their annual reports’ information
D educational qualifications (academic and professional) or commer-
perience of either their board of directors or management team.
Sure about employees is also limited as no more than 10% of the
_eéxamined in this study, provided information about any of the
Wing: the number and percentage of local employees, category of
Byees by gender, amount spent on training, nature of training,
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number of trained employees, and recruitment policy. Similarly, none of
the twenty banks provided any information or analysis of competitors or
market share. Finally, the fourteen banks that are listed on the Bahrain
Stock Exchange did not publish information about their market capitaliza-
tion at year end, market capitalization trend, or number of shareholders.

Bahraini banks, however, disclosed relatively more information
about their operating results (income statement items), financial position
(balance sheet items), off balance sheet transactions, and maturity and
concentration of their assets and liabilities. With respect to income
statement items, more than 65% of the sample disclosed the following
information: interest and similar income, dividend income, fee and
commission income, net gains/ losses arising from investment securities,
interest expense and similar charges, general administrative expenses,
details of the movements in the provision for losses on loans and
advances during the period, losses on uncollectable loans and advances,
loans and advances written off, loans and advances previously written off
that have been recovered, the aggregate amount of the provision for
losses on loans and advances at the balance sheet date, and the
aggregate amount included in the balance sheet for loans and advances
on which interest is not being accrued. However, only 11% of the sample

'disclosed information about the basis used to determine the carrying

amount of loans and advances on which interest is not being accrued,
and only 37% of the sample disclosed the accounting policy which
describes the basis on which uncollectable loans and advances are
recognized as an expense and written off.

The level of disclosure is also high with respect to balance sheet
items. Ninety percent or more of the banks examined in this study
disclosed the following information in their balance sheets: cash and
balances with the central bank: placements with, and loans and ad-
vances to, other banks; loans and advances to customers; the carrying
amount and the market value of investment securities; deposits from
other banks; and, amounts owed to other depositors.

The majority of banks examined in thig study, provided information
related to their contingencies and commitments. Seventy-six percent of
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the sample disclosed information about the nature and the amount of
commitments to extend credit that are irrevocable because they cannot
be withdrawn at the discretion of the bank without the risk of incurring a
significant penalty or expense. Similarly, 76% of the sampled banks
provided information about the nature and amount of transaction-related
contingencies, such as performance bonds, bid bonds, warranties, and
standby letters of credits.

Finally, most of the twenty banks disclosed information about the
maturity and concentration of their assets and liabilities. Eighty percent of
the banks provided maturity grouping data for their assets and liabilities.
In addition, 90% provided information on significant geographical and
industrial concentration of assets, liabilities, and off balance-sheet items.
However, only two banks (10%) disclosed the amount of net foreign
currency exposure.

Factors Associated with Disclosure

The estimates of the ranked (OLS) regression model are reported
in Table 4. The results indicate that there is a statistically significant
positive relationship between the level of disclosure in the annual reports
of banks and their size, as measured by total assets, i.e., large banks
disclose more information in their annual reports than small banks. Thus,
we reject the first null hypothesis; HO1. This result is consistent with
those found by other researchers (i.e., Cerf, 1961; Buzby, 1975; Firth,
1979; Chow and Wong-Boren, 1987; Cowen et al, 1987: Hossain ef al,
1994; Raffournier, 1995).

_ However, no statistically significant association at p < 0.05 was
fpund between the disclosure index and banks’ leverage. This finding
-adds to the existing mixed research findings. As suggested earlier, Chow
and Wong-Boren (1987), Wallace et al (1994), Hossain et al (1994) found
that leverage was not associated with disclosure level. Malone et a/
3), Ahmed and Nicholls (1994) found a positive relationship between
8 of disclosure and firms’ leverages. A possible explanation for the
rved insignificant relationship between levels of disclosure and

Verages is the nature of the banking industry. Unlike other types of
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annual reports’.

Similarly, a statistically insignificant association between disclosure
index and profitability exists at p < 0.05. This is consistent with the
findings of Cerf (1961) Singhvi and Desaj (1971), but inconsistent with

n the section entitied
“Correlation Among Variables”, page number 256,

The relationship between the levels of disclosure in banks’ annual
reports and stock market listing is also statistically insignificant at
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disclosure or reporting requirements from listed firms. Second, investors
in the BSE are not sophisticated enough to demand greater disclosure. in
fact, more investors in the BSE are long-term investors who rarely trade
in their investments. In 1994 for example, the BSE reported that less than
3% of the outstanding shares of listed companies, were traded. The
exchange also reported that transactions in 1994 totalled 5,986 i.e., an
average of 23 transactions per day. (Bahrain Stock Exchange, 1996).

Type of Banks and Extent of Disclosure

The impact of the types of banks on the level of annual report
disclosure was examined using both univariate and multivariate tests.
The univariate test was based on Kruskal-Wallis One-Way ANOVA. The
multivariate test, on the other hand, was based on the following ranked
OLS regression model:

Dli= 0 + B1asseti + 32ROE + 3 leveragej + B4 listing/ + f5typei + ei
where;
Dl i= the disclosure index for banki (i= 1,
B0 = the intercept.
B1 = the parameter for the size variable, i.e., total assets.
B2 = the parameter for the profitability variable, i.e., return on equity (ROE)
B3 = the parameter for the leverage variable, i.e., leverage ratio.
B4 = dichotomous variable;
1 = bank is listed in the Bahrain Stock Exchange.
0 = bank is not listed in the Bahrain Stock Exchange.
B85 = nominal variable representing type of banks;

1 = Commercial bank

2 = Offshore bank

3 = Investment bank

" ei= the residual

: The results of both tests suggest that the type of banks has no
- impact on the overall level of annual reports disclosure. The p-value of
- Kruskal-Wallis One-Way ANOVA corrected for ties was highly insignificant
3(P 0.263). Similarly, the significance of the coefficient the of type of
‘banks in the ranked OLS regression model was 0.558. (Table 4).
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Table 4
Estimates from the Ranked (OLS) Regression Model
(N= 20)

Source SS df MS

Model 516.487 4 129.122
Residual 148.013 9.867

Number of observations = 20
F(4, 15)= 13.08552

Prob>F = 0.0001

R-Square = 0.77726

Adj. R-Square = 0.71786

Rankindex Coef.

RankAssets 1.0491
RankLeverage -.02689
RankProfit -.1947
Listing -.3421
" Constant 5.4030

p-values are for 2-tailed tests.

Chi-Square tests were also performed to examine ‘whether signifi-
cant differences exist among the three types of banks, with respect of
each of the 78 disclosure items examined in this study. The resuilts,
presented in Table 1, show statistically significant (at p < 0.05) differ-
ences among the three types of banks with respect to only 3 of the 78
disclosure items. These are disclosures of: (1) number or percentage of
Bahraini employees, (2) general information on community or social
programs, and (3) loans and advances written off. Commercial banks
have the highest disclosure level for each of the above 3 items. This is
not surprising: unlike offshore and individuals and, thus, under higher
public pressure to disclose information of social interest, such as the
number or percentage of Bahraini employees and information on commu-
nity or social programs. On the other hand, the level of leverage may be a
possible explanation for having more commercial banks disclosing
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information about loans and advances written off. All commercial banks
examined in this study disclosed the amount of loans and advances
written off, while only 20% of the investment banks disclosed such
information. The average level of leverage for commercial banks was
87% compared to 49% for investment banks.

Summary and Conclusions

The purpose of this study was to assess the level of disclosure in
the annual reports of banks operating in Bahrain and to determine the
impact of size, leverage, profitability, and stock market listing on disclo-
sure levels. A disclosure checklist consisting of 78 items, was developed
to assess the level of disclosure in the 1994 annual reports of 20 banks
incorporated in Bahrain. The results show that the average score in the
disclosure index for the 20 banks was only 41%, with a high of 62%, a
low of 17%, and a standard deviation of 11%. Further analysis suggests
that banks incorporated in Bahrain, disclose more information about their
operating results (income statement items), financial position (balance
sheet items), off balance sheet transactions, and maturity and concentra-
tion of banks’ assets and liabilities, than information about their strate-
gies, future revenue and profits, management, employees, social
activities, competitors, and stock market data. This may be due to the
adoption of International Accounting Standard No. 30 (IAS# 30) by
~ Bahraini banks. IAS# 30 was issued by the International Accounting
. Standards Committee in 1990 and deals specifically with disclosures in
the financial statements of banks. The study also found that the level of
- disclosures in annual reports of Bahraini banks is positively associated
~ With their size. However, no statistically significant association was found

: ’between the disclosure levels and leverage, profitability, or stock market
li sting.

_ Two main contributions can be claimed by this study. First, it is the
fi t study to examine levels of disclosures in annual reports of banks. As
Bported by Wallace ef al (1994), none of the previous disclosure studies,
Pt Malone et a/ (1993) on the oil and gas industry, was industry-
PECific. Second, this study is the first to examine in detail the extent of
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disclosures in the annual reports of Bahraini banks; thus, adding to the
current extremely limited literature relating to accounting and reporting
practices in developing countries in general and the Middle East in
particular.

There are, however, several limitations in this study. First, the study
focused on 78 selected disclosure items, The results may have been
different if the number of items had been changed or another set of
disclosure items examined. Second, the sample of firms examined in this
study was made up of banks only. Thus, the findings may be industry-
specific and not generalizable to other industries. Finally, the findings of
this study are based on a small sample of twenty banks. However, it is
important to point out here that the twenty banks examined in this study
make up 69% of the banks incorporated in Bahrain and, thus, are a
répresentative sample.
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