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ABSTRACT

The aim of this study is to investigate as to whether the
publiic reilease of interim financial reports in the United
Kingdom conveuys information that affects share prices. The
major objective for reporting the financial affairs of
business enterprises 1is assumed to be the provision of
information +to help investors make investment decisions.
Interim reports fulfil an important role as a source of
irequent information regarding the events in the business
enterprise which could give investors some indication

about the risks and uncertainties attached to a particular

firm s cash flows. Accounting data, therefore, is assumed
to be part of the broad market information set that is

utilised 1n establishing prices.

The study is carried out in the context of a semi-strong
form market efficiency since the announcement of interim
earnings puts the information in the announcement in the
public domain. An efficient securities market impounds

price relevant information into prices instantaneously and
without bias. Changes 1n security prices therefore
reflect the flow of information to the market information
set utilised i1n establishing prices. The information in
interim earnings can therefore be established if security
prices change on the public release of +the earnings

data Eﬁ&ring any other price sensitive information at the

same time period.



The major finding in the study 1s that interim accounting
reports have 1information content which affect price
activity on the day of release. It 1is argued that
accounting policy makers have 1incentive to provide
economic benefits by recommending the preparation of

quarterly reports by firms.
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1.0.0 INTRODUCT LON

The annual financial report 1is the major instrument
whereby organisations provide information to those who
are 1nterested 1in their financial affairs. A recent
phenomenon 1in +the provision of information to those
interested in the business enterprise is interim financial
reports. Interim reports are designed to satisfy the need
for frequent reporting of events 1in the business

enterprise.

In the United Kingdom (U.K.), the chairman of the Stock
Exchange recommended the preparation of interim reports by
listed companies in 1964, (Lunt 1982). This recommendation

became a rule in 1973 in the admission of securities +to

listing. Interim reporting issues have been recognised 1in

the United States (U.5.) as a problem for a long time, and
guidelines for the preparation of these reports have been
jgsued by the Accounting Principles Board (APB) as far
back as 1873. In U.K. however, interim reporting lzsues
have received very 1little professional or academic

attention.

The past three decades have witnessed a great volume of
research in capital market theory. Most of these studies

lend support to the proposition that the securities market

igs efficient. What is implied by efficiency of the




securities market is that any information that is relevant
in the establishment of security prices will be
instantaneously and in an unbiased manner, reflected in

securlity prices. Information in this sense means any event
that could cause a change in the probabilistic
distribution of an outcome of an event 1e security

returns. In the context of an efficient market
therefore, no one other than a few highly skilled
information processors can consistently make significant
abnormal gains. If prices of securities do adjust rapidly
to new 1nformation as and when they become available,
then, changes in security prices will indicate the flow of
information to the market information set utilised in

establishing equilibrium prices.

1.2.0 i RoppARCH PROBLM

The Financial Accounting Standards Board (FASB 1985)
statement of financ%al accounting objectives state the
objective of financial reporting as the provision of
information to facilitate investors” ™ 1investment decision-
malking. The Accounting S5tandards Steering Committee [ASSC
(1975) 1, and the Canadian Institute of Chartered

Accountants, (CICA 1982) shared a similar view as that of

FALB.

A considerable amount of accounting data 1s directed
towards investors who are presumed to use these data in

their buy-hold-sell decisions (Friend 1977). Blume and



Friend (1978) have indicated that many of investors
investment decisions are based mainly on accounting data.
They found +that 42.5% of their sample use accounting
earnings variability as a measure of risk in their
investment evaluation and only 17.3% use published "betas”
as risk measure. Barlev and Levy (1981) used accounting
data for portfolio investment decision 1in order to
determine whether the use of accounting rather than market
data for risk measurement results in a loss to the
investor. The rationale for the study is that the use of
accounting data 1in investment decision making 1S

inconsistent with portfolio theory which asserts that

optimal portfolio selection should be based on market
data. Barlev and Levy conclude that one should not
automatically reject accounting data for investment
management as the use of accounting data may lead +to

nearly optimal investment decisions.

Accounting data 1s assumed to form part of +the broad
market 1information set utilised in the price formation

process. The information signals contained in accounting

data can therefore be established 1f security prices

change on the release of particular data. If 1interim
financial reports have 1information content, security
prices shouid react on their release. This study

therefore examines the information contained 1n 1interim
accounting reports in the context of an efficient
securities market. The securlity market itself has three

different levels of efficiency (Roberts 1967). The first

level of efficiency 1s where security prices reflect all



past price information. This level is the weak form of
market efficiency. The second level of efficiency, which
1s the semi-strong form, is when security prices contain
not only information about past prices but alzo all othar
publicly available information. The third level of
efficiency, which is the strong form, security prices are
deemead to reflect all information whether publicly
available or not. This study is conducted in the context

of the semi-strong form of security market efficiency

where interim accounting information 18 publicly
available.
1.2_.1 BrETHODOLOGY

The methodology used in the study involves the examination
of abnormal price variances of 100 randomly selected
industrial and commercial firms listed on the London Stock
Exchange. This methodology was first used by Beaver
(1968) . A variation of Beaver s methodology used by May
{1971), and another by Patell (1976) are both used in this
study. The behaviour of abnormal raegiduals arsa analysed
to find out the effect, if any, that the release of
interim reports have on the prices of the firms studied.

A detailed discussicon of the methodology 1s made 1in

chapter six.



1.2.2

o IGNIFICANGE OF THE STUDY

1t 1is assumed that the main objective for providing
financial statements i1s to help investors make investment
declsions. 1f 1nvestors do use these interim reports in
their buy-hold-sell decisions, accounting policy-makers

will have the potential to provide economic benefits by

improving their reliability.

1t does not however necessarily follow that 1if interim
reports are not used, they are not useful. If the
investors for whom they are primarily intended do not
appear to use them, 1t will give rise to the need for a
maJjor research as to why they are not used. 1If it appears

that investors do not use interim reports, then, Keane's

(1985) assertion that the firm concentrates i1ts disclosure

efforts on events over which 1t has a comparative
informational advantage vis—a-viz the market, might be
appropriate. The rationale for this is that i1nvestors are

able +to get more timely assessment of the information 1in

the financial reports from somewhere else.

1.2.3 CONTRIBUTION TO_KNOWLEDGE

The study will contribute to existing knowledge by
providing evidence regarding the price effect of the
information contained in interim earning announcements
around the day of release. Firth (1981) reports that

interim reports contain information 1in the week of thear



data. A limitation in Firth’s study is that prices may

completely adjust to information in the interim earning

reports within a day or two after they are released. A

significant abnormal rate of return will, however., be
observed 1in the week of announcement if the interim
sarnings contain information unanticipated by the market.
The use of weekly or monthly price data in event studies
also 1ncreases the chance of introducing other variables
which could affect the share price in the research degign
besides +the interim earnings announcement since it is
impossible to 1solate completely all other non-earnings
related variables. The use of daily data reduces the
chance of this happening and provides precise evidence on
the price effect of +the information 1in the event
immediately after 1t has been made public. This study
therefore investigates the behaviour of share prices with
respect to interim earnings announcements around the day

of release using daily data thereby providing a much more

precise evidence on the impact that the 1nformation in
interim csarnings announcemant, i1f any, has on investors’
buy—hold-sell decisions. The second contribution of +ths
study 1s that, it will add to the small but growlng amount

of literature on the relationship between accounting data

and security prices 1in the U_K.

OVERVIEW OF CHAPTERS

Chapter one 1introduces the study and establishes the




objectives of the research. The research problem is

identified and its significance and contribution +to +the

existing body of knowledge is discussed. Chapter two
traces out briefly the historical development of interim
reports and considers the objectives of reporting the
financial affairs of business enterprises. Views
regarding financial reporting objectives and the effect

of financial reports on the resource allocation process in

an economy are discugsed. The chapter also briefly
examines functional fixation in the context of 1invegtor
decisions.

Chapter three 1s devoted to a discussion of Information

Theory. Given that the study is about bhow 1nformation

1.e. 1nterim accounting information affects 1nvestors’

buy-hold-sell decisions, a discussion of the nature of

information and some of the properties 1involved 18

approprlate. The chapter therefore discusses the nature
ot information, the environment for information
production, its measurement and how decision—-makers might

approach and evaluate the signals contained in an item of

information. The chapter also considers the concept of
entropy which for a decision maker who depends on
aggregated accounting information could lead to a loss 1in
the amount of information available. The nature of
semantic information is also discussed since the ability
to attach meaning to the information signals 1s very
important for proper decision making. Finally the isguas
of information overload and of the relationship between

accounting information and decision making are briefly




examined.

Chapter four is devoted to a discussion of the Efficient

Market Hypothesis and reviews some of +the empirical

studies on market efficiency. The rationale for such a
discussion 1is that the study is being undertaken in the
context of semi-strong form market efficiency. The study
basically involves examination of the behaviour of share
prices on the London Stock Exchange on the public release

of 1nterim accounting reports. The existing evidence

regarding the securities market s ability in impounding

new 1nformation into prices are discussed. The various
levels of the market’'s pricing efficiency is discussed
together with a review of the available evidence. The

chapter also considers briefly Portfolio Theory and the
Capital Asset Pricing Model (CAPM), which have played a
major role in the price generation model of some of the
market efficiency tests. A more detailed discussion of

GCAPM 1s however undertaken in the methodology in chapter

6.

Chapter five provides extensive review of the literature
on accounting information and its impact on sSecurity
prices. The major aim of the chapter is to find out what
has been done in the research area to date and to identify

gaps, 1f any, in the methodology and design of earlier

studies.

Chapter six provides a detailed discussion of the

methodology used i1n the study. The chapter begins with a




discussion of research methods in general and considers

other research methods that could be used to answer the

research gquestion posed in this study. The reason for the
choice of +the methodology adopted is provided. A
detailed discussion of the price generation mode 1=

generally available for research in event studies is made

and reasons for the selection of the model used in the
current study are discussed. A detailed discussion of

the statistical procedures used in the study is included.

Chapter seven 1is concerned with research design issues
and discusses the role of research designs in the research
process. Jgpeclific research designs are discussed and the
choice for the selection of the design used in the study

18 given.

Chapter eight is mainly concerned with a discussion of the
research results. A summary and a consideration of the
policy 1implications and limitations of +the study are

provided in chapter nine.

10
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Z2.0.1

This chapter will focus attention on the historical
development of interim reporting and financial reporting
objectives of business enterprises. Such a discussion 1s
necessary since the financial reporting process 15
generally viewed as a means of providing investors with
the information they need to make investment decisions,

which is the main interest of this study.

2.0.2 KA

Interim financial reports are statements covering the
major activities of companies usually prepared haif
vearly. These statements are typically highly
summarised. The need for some form of reports shorter
+han the normal statutory annual reporting cycle has been
recognised for a long time. Unfortunately,in this respect,

the 0. K is far behind the United States and Ganada, each

of which has developed guidelines for preparing thess

reports.
The major developments in +the provision of 1interim
financial reports have taken place in the U.S5, with the

New York Stock Exchange being the dominant influence on
the issuing of these reports. The New York Stock Exchange
snstance has advocated the preparation of interim

for

reports by its listed companies since 1910 (Taylor 1965).

14




It has been the Stock Exchange and financial analysts in

the U5 who have been the major advocates for companies to

provide these short term reports.

Taylor (1965), asserts that professional accountants and

their associations did not look favourably on the demands
by the btock Exchanges and financial analysts in the US
for the 1issuance of these reports. The Securities
Exchange Act of 1934 had however required listed companies
to produce such quarterly reports as the Securities and
Exchange Commission might prescribe. This situation 1in
the US put the Securities KExchange Commission i1n a very
awkward situation, being caught in the middle between
the interests of +the Stock Exchanges and financial
analysts on one hand and +the accounting professional

association and practising accountants on the other .

The Securities Exchange Commission (SEC) faced very stiff
opposition when in 1946 it requested companies to provide
quarterly sales data and later added quarterly 1income
statements. The strong opposition to the demands led +to
the withdrawal of the preparation of quarterly sales data

in 1953. No sooner had this withdrawal taken place than

security analysts began putting pressure on the SEG,
resulting in the reinstatement of interim reporting income
(Taylor 1965). This requirement remains until the present

moment. The SEC has therefore been caught in the middle

of the struggle of these interest groups, while shifting

support from one group to the other at various points 1in

time.

15




The Accounting Principles Board Opinion Nc 28 on Interim
Financial Reporting issued 1in May 1973 1is the most

authoritative statement in the US designed to clarify the
application of accounting principles and reporting
practices 1n general to interim financial information.
APB Opinion No 28 views each interim period as an integral
part of the annual period and requires its preparation to

be in accordance with accepted accounting principles

Unlike +the US however, there is no legal or professional
requirement in the preparation of interim financial
statements in the U.K. However, like the US, the London

Stock Exchange has been the main proponent of 1interim
reporting by firms. The chairman of +the London btock
Exchange recommended the preparation of interim reports
by 1listed companies in 1964 (Lunt 1982) In 1973 this
recommendation became a rule for +the admission of
securities to listing on the Stock Exchange. The Stock
Exchange therefore required firms to file with the

exchange certain financial information including a half

vearly interim report.

The only instance where there is a legal requirement for
the preparation of interim accounts in the U.K. is where a
company wishes to pay dividends but 1is uncertain about the

amount of distributable profits. The 1980 Companies Act

discusses interim reports 1in the definition of what

constitutes distributable profits. Where a company wishes

to distribute profits, the amount of the distribution, and

16




whether or not the distribution can be made, is determined

by reference to the company s accounts. The law requires
that 1interim accounts be prepared to justify a interim
dividend where the most recent annual accounts of a firm
disclose no-distributable situation or where +trading
results since the last accounts were prepared have reduced
the level of accumulated profits. Where +there are no
previous annual accounts because a company has been 1in
trading for less than an accounting period and directors
propose to declare dividends, the law again requires
interim accounts to be prepared to justify the dividend

payment..

The law requires the preparation of such interim accounts
to be in accordance with the usual rules underlying the
preparation of annual accounts. As stated already, there
is no professional guidance in the U.K. on the preparation

All the debate that has

of interim financial statements.
gone on regarding the preparation, presentation and
disclosure in financial reporting has centred mainly on
the annual report. Interim reports have largely been

ignored in the U.K. by both the academic and professional

accountantcs.

While +there have been exhaustive academic debates and
research into interim reporting issues in the Ub, very
iittle has been done in the U.K. context. This may be due
to the fact that interim financial statements have very
iittle intrinsic value or that their potential for

enhancing economic efficiency and facilitating the

17




allocation of resources in the economy have not been
realised. There 1is +the need for extensive debate and
research on interim accounting issues. It is only the
accumulation of research knowledge that can resolve some
of +the 1ssues associated with interim reporting and +this
study 1s aimed at contributing to such knowledge 1in +the

U.K. context.

2.1.0 > IAL REPORTING OBJECTIVES

The preceding section has been concerned with a brief
historical development of interim reporting in the U5 and
the U.K. and also briefly described the present statse of
interim reporting 1in both countries. The following
section will focus attention on the objectives of
financial reporting since interim <financial reporting
objectives need to be viewed in the context of current
thinking on the objectives of financial reporting.

Although most of the published views on financial
reporting objectives are written mainly 1in the context of
annual financial reporting, their relevance applies

substantially to interim financial reporting.

Considerable efforts have been directed towards the

egstablishment of reporting standards of business

enterprises over the past few years, egpecially 1in ths
United States, U.K., Canada and Australia. In the U5, the

Financial Accounting Standards Board (FASB) (1985) states

18




that:

"Financial reporting should provide
information that is useful to present and
potential investors and creditors and
other users in making rational

investment, credit and similar
decisions.” pl7

The major conclusion 1is that the chief common interest of

users of financial reports 1is the assessment of a

business s ability to generate favourable cash flows.

Financial statements therefore serve as inputs into users’

cash flow generation models.

The Corporate Report published by the British Accounting

Standards Steering Committee (ASSC) also echoed the view

that the objective of reporting the results of business

enterprises 18

.. .to communicate economic measurement
of and information about the resources
and performance of the reporting entity
useful to those having reasonable rights
to such information. ™ P28

The objective of financial reporting as stated by the

Corporate Report is clearly not very much different <{rom

the view taken by the U.S. Those with reasonable rights

to information need it presumably as inputs to their

decision models.

In Corporate Reporting : Its Future Evolution, by the

Canadian Institute of Chartered Accountants, the objective

of Corporate reporting is stated as

19




B to assist in the efficient
allocation of scarce resources by the

provision of information useful to those

responsible for making investment
decisions.” P32
The view that permeates +the various views of the

objectives of financial reports stated above is the

desirability of more information. The basis for such a

view point lies in the assumption of uncertainty

regarding the choices with which decision makers are

confronted. To reduce the uncertainties therefore +they
need financial information to help them make better
decisions. The primary objective of financial reporting

then is the provision of information for the making of

hetter econocmic and investment decisions.

The provision of accounting information as inputs 1into

user decision models has also been advocated by many

writers including Beaver, Kennelly and Voss (1968) .

and Sterling (1973). The decision models school views the

role of accounting information as inputs into individual

decision models. The fundamental assumption regarding the

of accounting 1is that

image of the subject matter

accounting information output should correspond to:

(a) The requisite input of ideal formal decision models

for various decisions which should be used ie the best

models for pricing, investment etc. or
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(b) The real decision processing activities likely to be

invoived in the actual decision models of users.

The decision model school views the problem of accounting

information output as the absence of knowing the ideal

accounting information input to user decision models and

_for various kinds of decisions. It is assumed that if

there is observed correspondence between accounting

information output and +the required 1inputs of users’

optimal decision models, +then, decisions with good

consequences will be made. Similarly, if +there is

correspondence between the accounting information output

and the required properties of assumed user processor

activities, +then, useful predictions will result. The

decision model school aims at a normative accounting

theory in terms of accounting information being relevant

to prediction and decision models.

Other writers advocate that the accounting information
output should focus on decision makers. The Decision
Makers School can be classified into two broad areas,

namely individual or market level depending on where the

decision maker is being observed. Among the exemplars at

the individual decision making level are Birnberg and Nath

(1967), Hofsted and Kinard (1970). The Decision Makers

School image of the subject matter of accounting is that

accounting information output should be tailored to actual

decision making and other human behaviour towards
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attailning correspondence between the actual and desired

properties of decision and information induced behaviour.

The focus here is not the ideal but rather the actual and

desired decisions of accounting information users. They

view the concrete problem in accounting as the lack of

knowledge about how accounting information impacts upon

user decisions and other behaviour. The empirical domain

of 1interest 1s real decisions and other information

induced behaviour and its attendant consequences.

Under the "Decision Makers"” school of thought, the

individual can be observed either at the individual or the

aggregate market level. Among the early researchers at

thiz level were Ball and Brown (1968), May (1971), Gonedes

(1974) . Under the aggregate market level, a particular

concrete problem regarding the subject matter of

accounting information output for which understanding must

be sought is the items of information used by the market

in establishing prices. Researchers at this level are

concerned about the pragmatic effects of accounting

information output on prices ie the reaction of the market

to messages 1in the accounting reports. The empirical

domains are market prices and accounting information

output. Accounting information is perceived as part ot

the market information set wutilised 1in establishing

The current research falls within this school of
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2.2.0 INFORMATION ECONOMICS AND ACCOUNTING INFORMATION

information economists in accounting can be classified

into two, depending on which level the decision maker 1is

operating. The two classifications are the individual and

the multi-individual levels. Among the exemplars are are

Marschak and Radner (1972), Demski (1972), Feltham (1972)

and Demski and Feltham (1976). At the individual level of

analysis, the emphasis is on the particular accounting

information which maximises the 1individual’'s subjective

utility. The empirical domain here 1is the theoretical

choices +the individual faces, and the focus 1is on the

choices and their expected outcomes. To the information

economist therefore, one information system is preferred

to another if and only if its expected utility measure

exceeds that of the other. The information economist’s

basic assumption 1is that the individual behaves 1n a

rational and consistent manner in making choices from the

available alternatives.

The focus on financial reports as providing information

for decision making represents a change in attitude {from

the traditional view of financial reporting as accounting

for management’s exercise of its stewardship function on

behalf of shareholders. They are intended +to provide

useful information to enable better economic and business

decisions pertaining to the alternative use of scarce
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resources to be made. To enhance the efficiency of the

resource allocation process therefore regquires financial

information about the performance of business enterprises.

This view point explains the role that has been taken by

the 5tock Exchanges in the US and U.X. in advocating the

preparation of interim reports by firms.

Stock Exchanges have economic functions to discharge.

Their primary role 1in an economy 1is to act as the

intermediary 1in the flow of funds between savings surplus

units and savings deficient units. The Stock EKxchanges

therefore are the major resource allocation mechanisms 1in

an economy. For the Stock Exchange to discharge its role

=fficiently and effectively , it requires information on

productive units for investors to decide how much to

ailocate to a particular unit based on their owWn

assessment of the available information.

Seven umer groups were identified in the Corporate Report

as those having reasonable rights to financial

information. There 1is however no general purpose

financial report that will suit all the needs of the

various users. The financial reports in their present

form are mainly tailored to the needs of the 1investor

group. The objective of financial reporting emanates from

the need for information by these external users who

usually lack the authority to prescribe the information

they need.
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Arising out of the need to provide information for ths

making of economic and investment decisions, financial

reports have other sub-objectives. Among these as stated

by FASB (1985) in the Statement of Financial Accounting

Concepts Nol (SFAC No 1) are that:

"Financial reporting should provide
information about the economic resources
of an enterprise, the claims of +those
resources (obligation of the enterprise
to transfer resources to other entities
and owners equity), and the effects of

transactions, events and circumstances
that change resources and claims to those
resources.  p2l

Financial reports therefore provide information about an

enterprise s cash flow potential as well as its economic

resources and obligations. The financial information

helps in identifying the enterprise’ s financial strengths

and weaknesses, liquidity and solvency.

2.2.1

Recent developments in agency theory also underlie the

rationale for the provision of financial reports. Agency

theory is concerned with the modelling of the relationship

between the decision maker (agent) and the person who has

hired him (the principal) and for whom the agent 1is

assumed to be making the decision. In firms that are owner

managed, the agency relationship is between the employees

and the owner. Employees contract of employment and

schedule of duty would specify the responsibilities that
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have been entrusted to themn. Where the firm is not owner

managed, additional agency relationships will develop.

Managers (Directors) will be engaged to manage the firm on

behalf of the owners (principal)

Directors as agents may themselves be part owners or

simply professional managers with little or no equity

ownership 1in the firms they manage. The separation of

ownership from control of modern day business enterprises

has implications for the principal as investor. Copeland

and Weston (1983) assert that where the ownership 1is

different from control, there is no reason to believe that

the manager who serves as the agent will always act in the

best interest of +the shareholders due to conflicting

interests. Both directors as agents and shareholders as

principals attempt to maximise their own “profits" or

utility with utility being a measure of satisfaction (Fox

1984) . Directors and shareholders therefore attempt ¢to

pursue their own interest. 1If therefore some cost 1is

snecurred to monitor the agent s activities, the agent will

not always act in the best interests of the principal

(Jensen and Meckling 1976).

If management is devolved from ownership, the interest of

management may not always coincide with that of the owner.

There are several decisions that management can take which

may not be in the interests of the firm's owners or debt

instrument  holders who might have a charge over certain
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assets. Where management receive bonuses that are linked

with earnings, projects with short term favourable cash

flows will be selected rather than +those that have

unfavourable short term cash flows but large long term

cash inflows, even though both projects have positive net

present value cash flows. On the other hand if management

compensation 1includes some free share schemes it 1is

probable they could pursue policies that will maximise the

value of the firms shares. Therefore, a manager will only

pursue policies that will maximise shareholders wealth

where his interest and that of the shareholders are

congruent. Again where managers have share compensation

schemes, they might on one hand invest the asset of the

firm in highly risky projects +that will redistribute

wealth from debt-holders to equity holders.

This comes about because where projects are highly risky,

debt holders will share in the large losses that may occur

but not in the large gains which could also occur. An

avenue for monitoring the actions of managers 1in +this

regard is through the financial statements as well as the

labour market. High quality management have incentives to

institute measures that will distinguish them from low

gquality managers since high quality managers will command

higher prices in the labour market. As a result managers

have incentives to provide information that reflects

management performance. Managers have incentives to

signal to the labour market that actions detrimental to
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shareholders and debt-holders 1interest may not be

undertaken by accepting contracts that put constraints on

their behaviour or includes mechanisms to monitor their

actions.

A mechanism for ensuring that agents steer the affairs

of the enterprise they manage in a way the principal would

want them to 1is the provision of financial reports.

Financial reports therefore provide the information on

how management of an enterprise has discharged its

stewardship responsibility to +the shareholders. The

stewardship responsibility involves +the custody and

safekeeping of the enterprise’s resources, their efficient

and profitable use and their protection from unfavourable

economic and technological changes.

Sharasholders as investors derive no utility by simply

getting hold of financial reports. The information 1is

only useful if it leads +to changes in investors

consumption and investment behaviour je the information

derived from the financial reports serves as a means to an

end. In the decision context therefore, lnvestors require

financial information to enable them to assess the future

prospects of the firm which will impact on their decision

to divest or invest in the firm.

If investors require the financial information to enable

+them to make Dbetter decisions, financial 1information



becomes valuable to the extent that it alters investors’

beliefs, +thereby altering their actions. This is the

context 1in which the present study is being undertaken.

If 1nvestors use financial information in changing their

consumption and investment behaviour, and if investment

activity changes on the publication of +the financial

reports barring any other investment sensitive information

we may assume that the investment level has been affected

by the information contained in the financial reports.

This assumption rests on the objective of financial

reports as helping investors to make investment decisions.

The objective of providing interim reports should not

differ materially from that of the annual report, and

there is reason to believe +that 1interim financial

statements should be of comparable interest to 1investors

as the annual report. The major reason for this is that

if investors need financial information as inputs in their

consumption-investment decision-models in an uncertain

environment, then, the more frequent the decision 1inputs

are avalilable, the greater the reduction in the

uncertainty associated with the decision making process.

The ultimate result is therefore a better decision.

Timeliness of information is therefore a major attribute

of interim financial statements unlike annual reports.

Interim reporting demands are growing due to the need +to

report frequently events that may occur 1in the period

29



between annual reports +that could affect investors

assessment of the fortunes of the firm. The assumption

here 1is that investors cannot obtain such information from

any superior source and that the firm perhaps has a cost

advantage 1in providing such information to potential and

current 1investors. 1t may also be seen as a price the

firm has to pay as one of its societal obligations.

Interim reports could be viewed also as an indication of

how the firm is progressing within the yearly reporting

cycle and should therefore aid in predicting the outcome

for the year. This is of interest to investors concerned

with forecasting annual results. They therefore help to

estimate future results. The important role of the

interim report in the investment decision process as an

avenue for providing frequent updates of the firms-

changing fortunes perhaps explains the reason why the

chief advocates of these reports have been the Stock

Exchange and financial analysts. Accountants have

generally not been very keen on interim reporting due 1in
part to the accounting problems associated with such

statements.

The argument can be made that interim reporting could be

treated as a commodity subject to the laws of supply and

demand. Firms as suppliers will have the incentive to

supply this informational demand of investors. If they

£3il to do this their shares will not be appropriately
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priced. It must be noted that failure to provide +this

information might mean that the market cannot properly

distinguish between efficient and less efficient firms.

Such an argument therefore does not account for the fact

that the firm operates in a social milieu. If shares are

not appropriately priced it becomes extremely difficult

to discrimlinate between efficient and less efficient

firms, and efficient allocation of resources in the

economy 15 not achieved. The whole society therefore

loose out. The social cost might therefore be high. The

resolution of such an issue is an empirical one requiring

some evidence on the use of financial reports by investors
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2.3.0

An important issue regarding accounting information i

about the disclosure that should exist in financial

-~

statements to facilitate investors”™ decision making. This

importance stems from the fact that financial disclosure

is very much inter-twined with financial reporting, and

separation is impossible. The problem of financial

disclosure has assumed importance in financial reporting

because of certain views that adequate financial

disclosure is a necessary ©precondition for capital

formation. Mautz and May (1978) write:

"  a viable capital market is essential
to resource allocation within the

31



economy. 1t is the capital market that a
major portion of the nation’s resources
are allocated to those companies which
serve customers effectively, and capital
15 refused to those companies who do not
serve customers effectively. One of the
major bases on which such allocations
rest 1s the track record of the various
companies vying for capital, a track
record that is found in their financial
statements” pZ8

The implication of such a view is that, without adequate

financial disclosure, significant amounts of capital

formation and allocation will not be efficiently achieved.

It 1is the potential effect of financial reporting on the

resource allocation in an economy that has led some people

tc advocate a total economy approach to the problem of

information production and disclosure [Fama and Laffer

{1871}, MHMauntz and May (1878)] etc. The total economy

approach involves disclosure of information that assists

the economy in achieving optimum capital formation. One

reason for adopting such a view is the problem of

individual investment horizon. The individual investor 1s

assumed to be interested only in short term trading gains

while +the long term functioning of the economy affects

everyone and therefore nust override any other

consideration. A second issue in financial disclosure

pertains to the problem of separation of ownership from

control. The importance of the capital market for

companies that are seekiling capital provides the avenue for

sanctions against non-disclosure.
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Z2.3.1 MARKET FORCES AS INCENTIVE FOR FINANCTAL DISC UR

If firms®~ financial operating data provide important

information for prospective investors to select from

several 1investment opportunities, then, the market will

distinguish between firms that are perceived to disclose

adequate information from those firms that do not. Firms

are 1in constant competition with each other for capital in

the market place to exploit 1investment opportunities

available to themn.

in the decision to subscribe to the new i1ssues of shares

or bonds, investors require certain information about the

firm s progress and condition in order to judge whether it

is desirable to invest in a particular company. 1f

investors perceive a company s progress and condition

favourably, it can be assumed that such a company will

attract more funds and a lower cost of capital. The reason

for this 1is that if there 1is significant uncertainty

attached to the firms progress, holders of debt

instruments will perceive themselves as taking on higher

risk and will therefore require higher compensation. A

company that inspires more confidence about future

prospects can 1in theory raise funds directly wvia the

capital market by issuing new shares at a price that will

be higher than a similar company with poor future

prospects.
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The value of the outstanding shares that are traded on the

stock market indirectly indicates the market’'s assessment

of a firm's future. Though the buying and selling of

shares does not affect the firm directly, in that no

funds are channelled to the firm via the day to day

trading, the effect is indirect via the share price which

will have 1implications for the firms®™ capacity to issue

new shares and the cost of debt. Even 1n economies

without a capital market, providers of investment funds

would require information relating to the firm' s progress

and condition on which to base decisions regarding
funding. The ease with which a firm raises capital
therefore depends to some extent on the financial

information it provides and the general operating and

economic conditions of the firm. Firms therefore have

incentive to provide information that will facilitate the

provision of investment funds.

The cost of not providing relevant information to

investors includes the payment of higher interest rates

on bank loans or very strict conditions being placed on

the loan, or an unsuccessful equity issue. The point 1is

=sil illustrated by Standard and Poor s Corporation (1380)

survey of municipal accounting. The report indicates

that:

"Results show that the market may already
be imposing penalties in the form of
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higher interest costs where accounting
and financial reporting are sub-
standard.. . Based on views obtained from
market makers who set interest cost on
new 1ssues, research shows penalties may

average (. 125 to 0.2 percentage
points” p3
1t mis-representations are made in the information

provided, there are still penalties attached since a

firm s market credibility may suffer very badly from mis-

representation. Management have the incentive not to

make mis-representation since their marketability in the

labour market will suffer as a result of any such mis-

representation. Some mis-representations could even give

rise to legal liabilities. Lastly, external party

certification in the form of auditing of +the {firm's

financial report 1is an important check on a firm's

propensity to provide misleading and inaccurate

information. The external auditor certifying the

representations made in the account also has a reputation

to protect and therefore has the incentive to do a good

Jjob.

Ar i Ay ] .

2.4.0 oLl

One psychological concept that has come 1into increasing

use in accounting is functional fixation. Ijiri, Jaedicke

and Knight (1966) suggest that decision makers using

accounting data suffer from functional fixation. This

condition is the situation where the decision maker 1is
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unable to adjust his decision process to account for the

fact that there has occurred a change in the accounting

process that supplies him with the information.

Duncker {1945) popularised +the functional fixation

hypothesis. The hypothesis states that the function for

which an individual uses an object is more or less always

fixed 1in his mind and therefore when faced with a new

situation the object use cannot be adapted for the new

situation. The individual is therefore fixated on only

one function for the object and is inhibited from

discovering a new appropriate use. Duncker’'s experimental

results confirmed his hypothesis. Adamson (1952) in his

box experiment confirmed that the experimental group was

functionally fixated on using boxes as containers and

could not find the new appropriate use for them as

platforms.

Ijiri et al suggest that:

"T1f the output from different accounting
methods are called by the same name, such
as profit, cost, etc people who do not
understand accounting well tend to
neglect the fact that alternative methods

may have been used to prepare the
outputs. In such cases, a change in the
accounting process clearly influences the

decisions pli4.

Though Ijiri et al looked at functional fixation from =a

management decision perspective, the concept has relevance

to the investment decision context. If a firm decides to
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change the method of inventory valuation, an investor

whose 1investment decision depends on whether the firm

reports an 1increase, decrease or unchanged profit figure

might not be able to adjust his decision to account for

the fact that there is a change in the underlying process

Ashton

that has given rise to the new income figure.

(1976) reports that decision makers® experience cognitive

change from accounting change and that +the cognitive

change was not differentially affected by the amount of

information concerning the accounting change that was

communicated to decision makers. Ashton conclude that

... the data suggest that a large
proportion of the subjects in the
experimental groups failed to adjust
significantly their decision processes 1in
response to an accounting change thereby
providing evidence of the existence of
functional fixation 1n an  accounting

context”plb.

For investors® to make effective decisions, it is

important that they attach the right meaning to the

accounting information.

2.5.0

From the foregoing discussion, it is clear that a major

objective of financial reporting is the provision of

information to help investors in their investment
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decision-making. 1t was also pointed out +that interim

reporting should be of interest to investors sgsince it

serves the purpose of providing constant update of events

in the busliness enterprise prior to the publication of the

annual report. What must be stressed is that this study

1is not concerned with whether investors make +the right

decisions with regards to the accounting information.

As

a result, the direction that investors decision will take

cannot be specified ex-ante. Whether or not investors are

functionally fixated 1in an accounting context is not a

concern of this study. The study is concerned about the

use that investors make of the information contained in

interim reports as reflected in share prices. In other

words, the study’'s sole concern is investors behaviour

induced by the information in the interim reports.
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