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Introduction
The importance of risk management and related risk management techniques has
increased significantly within the corporate sector recently. Alongside this rise in the
status of risk management, the issue of transparency has also gained a high profile
in the last few years particularly following events such as the Enron and WorldCom
accounting scandals.
Although these two areas of risk management and
transparency might be thought of as unrelated there is an important connection within
the context of corporate governance. Corporate governance is often defined in
different ways but good corporate governance should lead to the successful
operation of an organisation (Keasey et al, 1999). At another level corporate
governance is concerned with the balance of power between the various
stakeholders involved in the business and with the way in which the company is
governed. Risk management is therefore an integral part of good governance; for
example, if directors choose to ignore risks (whether upside or downside) or choose
not to manage risks then this can have implications for shareholders and other
stakeholders. This agency problem has a number of elements, one of which is a
differential risk preference issue. Shareholders and directors may have different
attitudes to risk and this can lead to situations such as directors not managing risks
that shareholders would in fact prefer managed. To assist in overcoming the agency
problem within the context of risk and risk management directors have to be
accountable to shareholders. This accountability may be achievable through the
public disclosure of risk and risk management information, for the transparency
resulting from this disclosure of risk information enables shareholders and other
interested parties to better understand both the risk profile of the company and the
ability of directors to manage the risks that the company faces. The ultimate
outcome of transparency of risk information is that shareholders and other
stakeholders are then better placed to manage their own risk profiles. As
shareholders have to bear residual risks it is only reasonable that they receive proper
information that will facilitate their management of this.

Calls For Greater Risk Disclosure
A number of bodies including the American Accounting Association, the Institute of
Chartered Accountants in England and Wales (ICAEW), the UK government and the
Basel Committee on Banking Supervision, have suggested that companies are
providing too little risk information within their annual reports. Thus in 1997 the
American Accounting Association/Financial Accounting Standards Board conference
held debates focused exclusively upon the theme of risk disclosures because of this
perceived lack of risk information being provided by US companies. In 1998 the
ICAEW published a discussion document ‘Financial Reporting of Risk - Proposals for
a Statement of Business Risk’ that proposed all listed UK companies append a Risk
Statement to their annual report detailing specific risks the company faces and
explaining how these risks are being managed. The intention of the ICAEW was that
directors would voluntarily follow this proposal and in doing so would provide a
holistic risk picture that was be useful to stakeholders in their decision-making. In
part this was recognising that the Turnbull Committee requirements for a review of
the effectiveness of a company’s internal controls were providing relatively bland
disclosures that only described the risk management systems and did not discuss
specific risks. Consequently the ICAEW anticipated that companies would engage in
a three stage process whereby they; (i) identified and then prioritised all risks to
ensure that the significant risks could be discussed, (ii) described the actions being
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taken to manage these major risks, (iii) measured the size of risks where possible.
The Statement of Business Risk would therefore contain key risks of all types
regardless of whether they were financial risks, legal risks, reputation risks, human
resource risks or whatever. In addition directors were encouraged to provide
forward-looking risk information as this is usually more useful for decision making
than past information.
The ICAEW restated the need for improved risk reporting with the publication of ‘No
Surprises – The Case for Better Risk Reporting’ in 1999 and ‘No Surprises: Working
for Better Risk Reporting’ in 2002. That the ICAEW had to repeat that this risk
reporting issue still existed can be correctly interpreted as implying that directors had
been very reluctant to act upon the suggestions within the initial 1998 paper. Two
particular problems were of great concern, the first of which was the provision of
forward-looking information. The annual report has traditionally presented historic
results and information, and in doing so has satisfied a stewardship role. That is, the
directors can demonstrate that they have been responsible in managing the company
on behalf of the shareholders. The historic results within the report can be audited
and hence verified as showing a true and fair view of the company’s position.
Forward-looking information is different as it cannot be audited or verified in this
manner. Consequently directors had a fear that, without safe harbour provision, they
may potentially lay themselves open to court actions should investors act upon any
forward-looking risk information that was subsequently found to be inaccurate.
The second problem was associated with the issue of proprietary costs. Proprietary
costs are costs that arise when a company releases information that places it at a
competitive disadvantage. Directors were concerned that specific risk and risk
management information could be commercially sensitive and hence would not want
to such information into the public domain. The ICAEW recognised this potential
issue and in its 1999 paper suggested an opt-out clause be available to permit
directors to omit risk information considered commercially sensitive. In turn,
however, this creates a difficulty in that the reader does not know what information, if
any has been excluded and hence obtains a potentially misleading view of the risk
position of the firm. It may also result in some firms opting to disclose no risk
information, thus negating the aim of the proposal through declaring all information
sensitive.

Forthcoming Risk Disclosure Requirements
Parallel to the ICAEW debates, the Basel Committee on Banking Supervision has
also discussed the issue of transparency and risk reporting in relation to financial
firms. The Basel Committee’s 1998 paper ‘Enhancing Bank Transparency’ discusses
how the disclosure of relevant information enables the market to penalise banks
whose risk position is unsatisfactory. Conversely the marketplace can reward banks
whose risk positions are sound and who disclose information that supports this. That
is, it is argued that banks disclosing greater amounts of risk information should gain
financially from a reduction in their cost of capital as the lender is better placed to
assess the bank’s risk level and does not need to include a premium for risk in the
cost of capital. It is important that the risk information disclosed must be useful
information and the characteristics of useful information are listed by the Basel
Committee as being: relevance, reliability, comprehensiveness, timeliness,
materiality and comparability. Problems can arise if a firm tries to satisfy all these
information characteristics however as they are inter-related and can be
contradictory. For example, comprehensive risk information may include immaterial
risk information; relevant information may be forward-looking information but, as
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discussed already, this may not be wholly reliable.
These difficulties are
compounded when one considers that any bank will have a wide stakeholder base
and therefore, for example, risk information relevant to one stakeholder may be of no
consequence to another stakeholder.
In June 1999 the Basel Committee set out its proposals for the new capital adequacy
directive, Basel II. Following extensive consultations this resulted in the publication
of ‘International Convergence of Capital Measurement and Capital Standards: A
Revised Framework’ (2004). The intention is that this framework (consisting of three
pillars) will be implemented by banking supervisors towards the end of 2006 and that
it will assist in establishing a more secure banking system. Pillar 1 establishes a
series of methodologies for the calculation of minimum capital requirements for a
bank and in doing so brings in wide-ranging changes to the existing capital
requirement calculations. Pillar 2 defines the responsibilities of supervisors in
reviewing a bank’s measurement of its capital requirements. Pillar 3 details the risk
disclosures that a bank is required to comply with to ensure transparency is
achieved.
The required risk disclosures include quantitative and qualitative
information and are highly prescriptive. The broad areas within which the disclosures
must be made are credit risk, market risk, interest rate risk, operational risk and
equity-related risk. There is an expectation that the disclosures will be made twice
per year to ensure the qualities of timeliness and relevance are maintained, although
there is no stipulation that the annual report has to be the disclosure vehicle.
The over-riding aim of Pillar 3 is that market participants can know the risk exposures
and risk position of a financial firm and hence the market discipline mechanism can
work successfully. Directors of non- financial firms may be relieved that their
companies will not be subject to the rigorous Basel Committee requirements,
however they will soon be subject to new regulations being brought in by the UK
government. In 1998 the UK government embarked upon a wide-ranging and
fundamental review of UK company law, with the objective of creating a more
effective legal and governance system. One aspect of this review has been risk
disclosure with the result that the Department of Trade and Industry (DTI) prepared a
consultation document ‘Draft Regulations on the Operating and Financial Review and
Directors’ Report’. The foreword, prepared by the Secretary of State for Trade and
Industry, explains that “if shareholders are to hold the directors of their company to
account for its performance, they need full and accurate information” (Department for
Trade and Industry, 2004, p. 6). Hence, it is argued, the Operating and Financial
Review section of the annual report needs to be updated to give shareholders this
information, including risk information. Risk disclosures will therefore cease to be
voluntary and it will be become mandatory to disclose principal risks and
uncertainties that confront the business for financial years commencing on or after 1st
April 2005. The government are very clear that relevant risk information will include
information that is forward-looking. Initially the company law review considered safeharbour provisions should be contained within the legislation to allow directors
immunity from liability where that information was subsequently found to be
unreliable, but the government view that such provision is unnecessary has
prevailed. The government is also explicit in stating that they are determined that
bland (and hence relatively unhelpful) risk statements are avoided. Consequently
there is no provision for the exclusion of information on the grounds of commercial
sensitivity. The government believes that the new OFR requirements will not
prejudice companies and they do not want companies to take advantage of any optout clause.
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Risk Disclosure In Practice
The debates about risk disclosure as discussed above are all based upon the
premise that there is currently insufficient disclosure of risk and risk management
information. It is only very recently however that any research has been undertaken
to ascertain exactly what risk information is currently being disclosed within annual
reports.
One of the most extensive surveys of non-financial company risk
disclosures published to date has been conducted by Linsley and Shrives (2005).
This study examined the annual reports of a sample of 79 UK non-financial
companies, all of which are listed in the FTSE 100. A total of 6,168 sentences were
identified as providing risk or risk management information and then categorised to
provide a database of information characteristics. Approximately one quarter of the
disclosures were Turnbull-related and discussed the system of internal control.
Therefore these disclosures provide some encouragement for shareholders that
controls are in place but they do give risk-specific information. If the number of
forward-looking disclosures are compared to the number of disclosures that concern
the past then, although the expectation may be that fewer forward-looking
disclosures will be made this is not the case. There are almost twice as many
forward-looking disclosures as past disclosures with the implication that the ICAEW
and the DTI have incorrectly assumed that there is a reluctance to disclose future
information. Additionally this suggests that safe harbour provision is not necessarily
as large an issue as has been previously assumed. It was, however, found that there
were a relatively small number of quantified disclosures with the ratio of qualitative to
quantitative disclosures being almost 18:1. Consequently there is the opportunity for
companies to improve upon risk disclosures in this respect.
Directors control the messages that are communicated through the annual report and
therefore Linsley and Shrives (2005) also examined whether the directors are
providing ‘good’ or ‘bad’ news within the risk disclosures. Thus directors may want to
engage in image management one aspect of which could be a reluctance to disclose
bad news as this reflects poorly upon them. However although there were a greater
number of good news disclosures the difference between the number of good and
bad disclosures is not significant. This is inconclusive proof that directors are not
engaging in image management within the context of risk disclosures as other, more
subtle, methods could be used to communicate a particular ‘story’ to readers of the
annual report.
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Conclusions
Shareholders and other stakeholders do need to receive risk information that is
relevant to their needs. This is a difficult thing to provide however as their needs can
differ greatly. Even if they had identical needs there is considerable scope for
different stakeholders to interpret the same information in dissimilar ways as
communication is a complex matter. The UK government and the Basel Committee
requirements may therefore improve risk disclosure but somehow the quality, and
hence the value, of the disclosures needs measuring in some way. Further research
is therefore needed to ascertain how, or indeed if, disclosure quality can be
assessed. This may then lead on to further debates about where disclosures should
be made and how often. Thus, although the annual report is an important corporate
document, it may be better to disclose risk information on the company website or in
some other place. The company report also presents problems of timeliness. Risks
change constantly and the changes can be dramatic. Therefore receiving risk
information only once per year could be highly misleading and continually updated
company websites could possibly overcome this problem. It is highly likely therefore
that the regulations being enacted by the UK government and the Basel Committee
will signal the start of further risk disclosure discussions rather than bringing existing
debates to an end.
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