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Abstract

We investigate how investor protection resulted from country-level and firm-level
governance standards influence the relationship between market disciplines resulted from
firm-level accounting disclosure and innovation activities. Employing a sample across 14
emerging markets, evidence confirms that the effects of firm-level accounting disclosure on
innovation activities are more important in a country with weaker governance standards and
for firm with poor corporate governance. The results suggest that market disciplines can
substitute for investor protection.
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1. Introduction
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The existing literature shows that innovation contributes to countries’ economic growth
(Aghion and Howitt, 2006) and firms are trying to promote innovation (Hoskisson et al.,
2002). Much of the extant research is based on the managerial conflicts (Jensen and Meckling,
1976; Holmstrom, 1989). The existing empirical studies find that innovation is determined by
several corporate factors (Francis et al., 2012a; O’Connor and Rafferty, 2012; Aghion, Van
Reenen, and Zingales, 2013). While most of the conclusion has been from U.S. firms, recent
research has also investigated emerging economies (Chen et. al., 2011; Francis et al., 2012b;
Gibson, 2003; Hasan and Song, 2014a; Klapper and Love, 2004). Our research further
analyzes innovation in emerging countries by considering the impact of country-level and
firm-level governance standards on the relationship between accounting disclosure and
innovation, as measured by R&D.

According to the agency theory, managers are trying to maximize their own interest by
conducting less investment to research and development and investing more in safe projects.
Strong governance mechanisms such as investor protection and market discipline should
reduce such agency problems (See O’Connor and Rafferty, 2012)

Although the literature has addressed the effects of market disciplines resulted from
accounting disclosure on innovation activities, there is little evidence of whether the effects
of market disciplines are more important in a country with weaker investor protection and for
firms with poor corporate governance. One hypothesis is that if governance is weak, then
accounting disclosure is less credible and market disciplines are less effective (Hasan and
Song, 2014; Hasan et al., 2014b). An alternative hypothesis is that if the firm is located in
countries with weak legal systems and investor protections and has poor corporate
governance, shareholders and owners would welcome even small improvements in market
disciplines relative to other firms (Klapper and Love, 2004).

To test our hypotheses, our firm-level accounting disclosure and corporate governance data is
obtained from the survey data by Credit Lyonnais Securities Asia. We use the three
country-level governance measures such as judicial efficiency, legality, and shareholder rights
from La Porta et al. (1998) and the International Country Risk Guide (2000). We obtain our
dependent variable from Worldscope, and define R&D as the ratio of a firm’s R&D
expenditures to sales. We also control for the logarithm of firm assets, total liability,
accounting earnings, GDP growth, GDP per capita. Our sample period is between 2000 and
2005. Our final sample includes 807 observations in fourteen emerging markets.

Empirically, we use R&D as our innovation measure. The key independent variables are the
interaction terms between firm-level accounting disclosure and governance variables.
Specifically, we estimate the following equation:

Company-R&D = a + Bl Accounting-Disclosure + B2 Governance Variables + (3
Accounting-Disclosure * Governance Variables + 4 Control variables + Industry effects +
Year effects + ¢ (1)

Across 14 emerging markets, evidence confirms that the effects of firm-level accounting
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disclosure on innovation activities are more important in a country with weaker governance
standards and for firms with poor corporate governance. The results suggest that market
disciplines resulted from firm-level accounting disclosure can substitute for investor
protection resulted from country-level and firm-level governance standards.

Our analysis extends the existing research by examining how investor protection resulted
from country-level and firm-level governance standards influence the relationship between
market disciplines resulted from firm-level accounting disclosure and innovation activities.
Compared with Hasan et al., (2014a), this paper discomposes the overall firm-level corporate
governance into two components such as accounting disclosure and non-disclosure
governance and examines the individual and interaction effects of these two components on
firms’ innovation activities. In the next section, we describe the data. Section 3 presents
results. Section 4 provides conclusions.

2. Variable Definition, Sample, and Descriptive Satistics

In this subsection, we present the variable definition, the sample construction and the
descriptive statistics. Our firm-level accounting disclosure and corporate governance data is
from the survey data conducted by Credit Lyonnais Securities Asia. The variable
Accounting-Disclosure measures the firms’ accounting disclosure level such as whether the
firms have disclosed their ROA in the previous years. The variable Firm-Governance
captures non-disclosure governance level such as the board structure of the firms. We use the
three country-level governance measures such as judicial efficiency, legality, and shareholder
rights from La Porta et al. (1998) and the International Country Risk Guide (2000). We obtain
our dependent variable from Worldscope, and define R&D as the ratio of a firm’s R&D
expenditures to sales. We also include the logarithm of firm assets, total liability, accounting
earnings, GDP growth, GDP per capita. Our sample period is between 2000 and 2005. Our
final sample includes 807 observations in fourteen emerging markets. We present summary
statistics in Table 1.

As shown in Table 1, the mean value of the variable Accounting-Disclosure is equal to 59.01
and its standard deviation equals 21.32. The mean value of the variable Firm-Governance is
equal to 58.02 and its standard deviation equals 22.24. The mean value of the variable
Log-GDP-Per-Capita is equal to 8.21 and its standard deviation equals 1.22. The mean value
of the variable Log-GDP-Growth is equal to 1.61 and its standard deviation equals 0.32. The
mean value of the variable Log-Assets is equal to 14.11 and its standard deviation equals 1.41.
The mean value of the variable Total-Liability is equal to 22.43 and its standard deviation
equals 19.53. The mean value of the variable Accounting-Earnings is equal to 14.91 and its
standard deviation equals 23.61. The mean value of the variable Company-R&D is equal to
2.71 and its standard deviation equals 1.22.
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Table 1. Summary Statistics

Mean Standard 10" 50™ 90"
deviation | Percentile | Percentile | Percentile

Accounting-Disclosure 59.01 21.32 20 50 90
Firm-Governance 58.02 22.24 30 50 80
Log-GDP-Per-Capita 8.21 1.22 6.62 8.21 10.02
Log-GDP-Growth 1.61 0.32 1.20 1.61 2.02
Log-Assets 14.11 1.41 12.44 14.11 16.01
Total-Liability (%) 22.43 19.53 0.30 19.21 49.42
Accounting-Earnings (%) 14.91 23.61 2.27 10.06 29.34
Company-R&D (%) 2.71 1.22 1.50 2.51 3.58

The table reports summary statistics. Our firm-level accounting disclosure and corporate
governance data is from the survey data by Credit Lyonnais Securities Asia. We obtain our
dependent variable from Worldscope, and define R&D as the ratio of a firm’s R&D
expenditures to sales. We also control for the logarithm of firm assets, total liability,
accounting earnings, GDP growth, GDP per capita. Our sample period is between 2000 and
2005. Our final sample includes 807 observations in fourteen emerging markets.

3. Methods and Results

The summary statistics presented in the previous section show significant differences in
innovation activities across emerging markets. We next conduct a more formal investigation,
and employ the multivariate analysis to examine how investor protection resulted from
country-level and firm-level governance standards influence the relationship between market
disciplines resulted from firm-level accounting disclosure and innovation activities.

The existing literature has shown the effects of accounting disclosure in the emerging markets.
For example, Hasan and Song (2014) present the evidence that banks provide better loan
contracting terms to firms with better disclosure standards. They also find that the influence
of accounting disclosure on the loan contracts is more significant for firms with superior
governance environment. Hasan et al., (2014b) present the evidence that borrowers’ better
disclosure standards have a significant impact on bank loan syndicates. They also find that
the influence of accounting disclosure on the loan syndicates is more significant for firms
with superior governance environment. Hasan et al., (2014a) use a cross-section sample to
present the evidence that firm-level corporate governance and country-level governance both
have a significant effect on innovation activities.

Although the literature has addressed the effects of market disciplines resulted from
accounting disclosure on innovation activities, there is little evidence of whether the effects
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of market disciplines are more important in a country with weaker investor protection and for
firms with poor corporate governance. One hypothesis is that if governance is weak, then
accounting disclosure is less credible and market disciplines are less effective (Hasan and
Song, 2014; Hasan et al., 2014b). An alternative hypothesis is that if the firm is located in
countries with weak legal systems and investor protections and has poor corporate
governance, shareholders and owners would welcome even small improvements in market
disciplines relative to other firms (Klapper and Love, 2004).

We use R&D as our innovation measure. The key independent variables are the interaction
terms between firm-level accounting disclosure and governance variables. Specifically, we
estimate the following equation:

Company-R&D = a + 1 Accounting-Disclosure + P2 Judicial-Efficiency + 3
Accounting-Disclosure * Judicial-Efficiency + B4 Control variables + Industry effects + Year

effects + ¢ (2)
Table 2. Regression with Investor Protection Measured by Judicial-Efficiency
Company-R& D
) 2)
Accounting-Disclosure 0.0036*** | (0.0035%**
(5.526) (5.672)
Judicial-Efficiency 0.0182*** | 0.0180%***
(4.858) (4.973)
Accounting-Disclosure * Judicial-Efficiency | -0.0004*** | -0.0005***
(-4.632) (-4.462)
Log-Assets 0.2151%**
(5.345)
Total-Liability 0.0052
(0.341)
Accounting-Earnings 0.0050
(0.342)
Control For
Firm-Governance Yes Yes
Log-GDP-Per-Capita Yes Yes
Log-GDP-Growth Yes Yes
Industry Effect Yes Yes
Year Effect Yes Yes
Observations 807 641
Adjusted R-squared 0.425 0.526

The table reports coefficients and t-statistics. Significance at the 10%, 5% and 1% levels is indicated
by *, ** and *** respectively. In calculating standard errors, we cluster by firm. Our firm-level
accounting disclosure and corporate governance data is from the survey data by Credit
Lyonnais Securities Asia. We use the three country-level governance measures such as
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judicial efficiency, legality, and shareholder rights from La Porta et al. (1998) and the
International Country Risk Guide (2000). We obtain our dependent variable from Worldscope,
and define R&D as the ratio of a firm’s R&D expenditures to sales. We also control for the
logarithm of firm assets, total liability, accounting earnings, GDP growth, GDP per capita.
Our sample period is between 2000 and 2005. Our final sample includes 807 observations in
fourteen emerging markets.

As shown in Table 2, the coefficients of the interaction terms between accounting disclosure and
judicial efficiency are always statistically significant at 1% level. Specifically, the coefficient of the
variable Accounting-Disclosure is equal to 0.0036. The coefficient of the variable
Judicial-Efficiency is equal to 0.0182. The coefficient of the variable Accounting-Disclosure *
Judicial-Efficiency is equal to -0.0004. This finding indicates that the relation between accounting
disclosure and R&D is stronger in countries with poor investor protection. When we include firm
characteristics, the conclusion does not change. Specifically, the coefficient of the variable
Accounting-Disclosure is equal to 0.0035. The coefficient of the variable Judicial-Efficiency is
equal to 0.0180. The coefficient of the variable Accounting-Disclosure * Judicial-Efficiency is
equal to -0.0005. The coefficient of the variable LOg-Assetsis equal to 0.2151.

Table 3. Regression with Investor Protection Measured by Country-Legality

Company-R& D
€] 2)
Accounting-Disclosure 0.0041%** | 0.0042%%**
(4.647) (3.746)
Country-Legality 0.0381*** | (0.0380%**
(4.573) (4.489)
Accounting-Disclosure * Country-Legality | -0.0002*** | -0.0002*%**
(-3.980) (-3.893)
Log-Assets 0.2154%**
(5.256)
Total-Liability 0.0050
(0.301)
Accounting-Earnings 0.0052
(0.302)
Control For
Firm-Governance Yes Yes
Log-GDP-Per-Capita Yes Yes
Log-GDP-Growth Yes Yes
Industry Effect Yes Yes
Year Effect Yes Yes
Observations 807 641
Adjusted R-squared 0.421 0.520

The table reports coefficients and t-statistics. Significance at the 10%, 5% and 1% levels is indicated

by *, ** and *** respectively. In calculating standard errors, we cluster by firm. Our firm-level
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accounting disclosure and corporate governance data is from the survey data by Credit
Lyonnais Securities Asia. We use the three country-level governance measures such as
judicial efficiency, legality, and shareholder rights from La Porta et al. (1998) and the
International Country Risk Guide (2000). We obtain our dependent variable from Worldscope,
and define R&D as the ratio of a firm’s R&D expenditures to sales. We also control for the
logarithm of firm assets, total liability, accounting earnings, GDP growth, GDP per capita.
Our sample period is between 2000 and 2005. Our final sample includes 807 observations in
fourteen emerging markets.

In table 3, we estimate the following equation:

Company-R&D = a + 1 Accounting-Disclosure + P2 Judicial-Efficiency + 3
Accounting-Disclosure * Judicial-Efficiency + B4 Control variables + Industry effects + Year
effects + ¢ 3)

As shown in Table 3, the coefficients of the interaction terms between accounting disclosure
and legality are always statistically significant at 1% level. Specifically, the coefficient of the
variable Accounting-Disclosure is equal to 0.0041. The coefficient of the variable
Country-Legality is equal to 0.0381. The coefficient of the variable Accounting-Disclosure *
Country-Legality is equal to -0.0002. This finding indicates that the relation between
accounting disclosure and R&D is stronger in countries with poor investor protection. When
we include firm characteristics, the conclusion does not change. Specifically, the coefficient of
the variable Accounting-Disclosure is equal to 0.0042. The coefficient of the variable
Country-Legality is equal to 0.0380. The coefficient of the variable Accounting-Disclosure *
Country-Legality is equal to -0.0002. The coefficient of the variable Log-Assets is equal to
0.2154.

149 www.macrothink.org/ajfa



ISSN 1946-052X

\ Macrothink Asian Journal of Finance & Accounting
A InStitute i 2014, Vol. 6, No. 2

Table 4. Regression with Investor Protection Measured by Shareholder-Rights

Company-R&D
€] 2)
Accounting-Disclosure 0.0043*** | (.0040%**
(4.778) (4.457)
Shareholder-Rights 0.0351*** | 0.0360%**
(3.893) (4.782)
Accounting-Disclosure * Shareholder-Rights | -0.0011*** | -0.0010***
(-4.987) (-4.815)
Log-Assets 0.2143%**
(5.256)
Total-Liability 0.0049
(0.300)
Accounting-Earnings 0.0055
(0.301)
Control For
Firm-Governance Yes Yes
Log-GDP-Per-Capita Yes Yes
Log-GDP-Growth Yes Yes
Industry Effect Yes Yes
Year Effect Yes Yes
Observations 807 641
Adjusted R-squared 0.441 0.519

The table reports coefficients and t-statistics. Significance at the 10%, 5% and 1% levels is indicated
by *, ** and *** respectively. In calculating standard errors, we cluster by firm. Our firm-level
accounting disclosure and corporate governance data is from the survey data by Credit
Lyonnais Securities Asia. We use the three country-level governance measures such as
judicial efficiency, legality, and shareholder rights from La Porta et al. (1998) and the
International Country Risk Guide (2000). We obtain our dependent variable from Worldscope,
and define R&D as the ratio of a firm’s R&D expenditures to sales. We also control for the
logarithm of firm assets, total liability, accounting earnings, GDP growth, GDP per capita.
Our sample period is between 2000 and 2005. Our final sample includes 807 observations in
fourteen emerging markets.

In table 4, we estimate the following equation:

Company-R&D = a + Bl Accounting-Disclosure + P2 Shareholder-Rights + B3
Accounting-Disclosure * Shareholder-Rights + 4 Control variables + Industry effects + Year
effects + ¢ 4)

As shown in Table 4, the coefficients of the interaction terms between accounting disclosure
and shareholder rights are always statistically significant at 1% level. Specifically, the
coefficient of the variable Accounting-Disclosure is equal to 0.0043. The coefficient of the
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variable Shareholder-Rights is equal to 0.0351. The coefficient of the variable
Accounting-Disclosure * Shareholder-Rights is equal to -0.0011. This finding indicates that
the relation between accounting disclosure and R&D is stronger in countries with poor
investor protection. When we include firm characteristics, the conclusion does not change.
Specifically, the coefficient of the variable Accounting-Disclosure is equal to 0.0040. The
coefficient of the variable Shareholder-Rights is equal to 0.0360. The coefficient of the variable
Accounting-Disclosure * Shareholder-Rights is equal to -0.0010. The coefficient of the variable
Log-Assetsis equal to 0.2143.

\ Macrothink Asian Journal of Finance & Accounting

Table 5. Regression with Investor Protection Measured by Firm-Governance

Company-R&D
€] 2)
Accounting-Disclosure 0.0053*** | (.0052%%**
(4.799) (4.490)
Firm-Governance 0.0050*** | 0.0068***
(3.898) (4.789)
Accounting-Disclosure * Firm-Gover nance -0.0002%** | -0.0002***
(-4.944) (-4.899)
Log-Assets 0.2112%**
(5.222)
Total-Liability 0.0044
(0.255)
Accounting-Earnings 0.0052
(0.300)
Control For
Country-Legality Yes Yes
Log-GDP-Per-Capita Yes Yes
Log-GDP-Growth Yes Yes
Industry Effect Yes Yes
Year Effect Yes Yes
Observations 807 641
Adjusted R-squared 0.440 0.513

The table reports coefficients and t-statistics. Significance at the 10%, 5% and 1% levels is indicated
by *, ** and *** respectively. In calculating standard errors, we cluster by firm. Our firm-level
accounting disclosure and corporate governance data is from the survey data by Credit
Lyonnais Securities Asia. We use the three country-level governance measures such as
judicial efficiency, legality, and shareholder rights from La Porta et al. (1998) and the
International Country Risk Guide (2000). We obtain our dependent variable from Worldscope,
and define R&D as the ratio of a firm’s R&D expenditures to sales. We also control for the
logarithm of firm assets, total liability, accounting earnings, GDP growth, GDP per capita.
Our sample period is between 2000 and 2005. Our final sample includes 807 observations in
fourteen emerging markets.
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In table 5, we estimate the following equation:

Company-R&D = o + p1 Accounting-Disclosure + p2 FirmGovernance + f3
Accounting-Disclosure * Firm-Governance + 4 Control variables + Industry effects + Year
effects + ¢ (5)

As shown in Table 5, the coefficients of the interaction terms between accounting disclosure
and firm-level governance are always statistically significant at 1% level. Specifically, the
coefficient of the variable Accounting-Disclosure is equal to 0.0053. The coefficient of the
variable FirmrGovernance is equal to 0.0050. The coefficient of the variable
Accounting-Disclosure * Firm-Governance is equal to -0.0002. This finding indicates that the
relation between accounting disclosure and R&D is stronger for firms with poor corporate
governance. When we include firm characteristics, the conclusion does not change.
Specifically, the coefficient of the variable Accounting-Disclosure is equal to 0.0052. The
coefficient of the variable Firm-Governance is equal to 0.0068. The coefficient of the variable
Accounting-Disclosure * Firm-Governance is equal to -0.0002. The coefficient of the variable
Log-Assetsis equal to 0.2112.

4. Conclusion

Although the literature has addressed the relationship of investor protection resulted from
country-level and firm-level governance standards, market disciplines resulted from
firm-level accounting disclosure and innovations, relatively limited evidence of whether
market disciplines and investor protection are substitutes or compliments in determining
firms’ innovation activities.

This paper explores how the relationship between accounting disclosure and innovation
activities differ in different legal environments and firm-level corporate governance. To test
our hypotheses, our firm-level accounting disclosure and corporate governance data is
obtained from the survey data by Credit Lyonnais Securities Asia. We use the three
country-level governance measures such as judicial efficiency, legality, and shareholder rights
from La Porta et al. (1998) and the International Country Risk Guide (2000). We obtain our
dependent variable from Worldscope, and define R&D as the ratio of a firm’s R&D
expenditures to sales. We also control for the logarithm of firm assets, total liability,
accounting earnings, GDP growth, GDP per capita. Our sample period is between 2000 and
2005. Our final sample includes 807 observations in fourteen emerging markets.

Empirically, we use R&D as our innovation measure. The key independent variables are the
interaction terms between firm-level accounting disclosure and governance variables.
Specifically, we estimate the following equation:

Company-R&D = o + Pl Accounting-Disclosure + B2 Governance Variables + B3
Accounting-Disclosure * Governance Variables + 4 Control variables + Industry effects +
Year effects + ¢ (0)

Using the sample across 14 emerging markets, the paper reports that the effects of firm-level
accounting disclosure on innovation activities are more important in a country with weaker
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governance standards and for firms with poor corporate governance. The results suggest that
firm-level market disciplines can substitute for investor protection.

There are also policy implications in this research. The existing literature shows that
innovation contributes to countries’ economic growth (Aghion and Howitt, 2006) and firms
are trying to promote innovation (Hoskisson et al., 2002). Thus, it is an important issue to
increase a country’s innovation activities for policy makers. To achieve that goal, it is better
for them increase firms’ accounting disclosure level and the effects are affected by firms’
governance environment.
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