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Abstract:

The scope of our research was to examine the relationship between disclosure quality and firms’
characteristics of the issuers listed on the Polish alternative investment market NewConnect. On the
basis of the sample of 200 issuers, we demonstrated that disclosure quality is only significantly and
positively correlated with the firm’s size and provided no evidence for relation among disclosure
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quality, debt ratio and issuers’ listed history. Our findings support the low level of investors’ relation.
Issuers are not willing to help the investors to understand the reasons for such performance and
refuse to give a complex picture of companies’ goals, strategic success factors, investments’ plan and
risk management particulars. These results are consistent with our observations and we indicate
the low level of issuers’ corporate governance, which is characteristic for the first stage of market
development, as the main reason: issuers are still learning disclosing obligations, investors adopt
passive behaviour and financial investors have low significance as market participants.

Project was financed with fund support of National Science Center based on decision number DEC-2011/01/D/HS4/05926.

1. INTRODUCTION

The disclosure quality of companies listed on the stock ex-
changes is the crucial issue from both a theoretical and em-
pirical perspective. Market regulators and authorities claim that
disclosure quality and corporate governance influence inves-
tors’ protection and capital market efficiency inseparably (Blue
Ribbon Report 2000, Cadbury Report 1992, OECD 1999, Al-
legrini, Greco 2011). The quality of disclosure can be defined
as a number of non-mandatory information (financial and
non - financial), which issuers voluntary publish in annual and
quarterly reports (among others: Botosan 1997, Botosan and
Plumlee 2002, Eng and Mak 2003). The additional information
disclosed in mandatory reports can reduce information asym-
metry and agency costs (Verrecchia 2001).

Glosten and Milgrom (1985) develop a model, which dis-
covers the relation between disclosure quality (DQ) of com-
panies and information asymmetry. According to their model
information asymmetry decreases together with the increase
of DQ (Glosten i Milgrom, 1985). Welker (1995), Lang and
Lundholm (1993), Verrecchia (1983, 1990), Barry and Brown
(1984, 1985), Merton (1987) Kim and Verrecchia (1994) and
others empirically confirm assumptions of Glosten and Mil-
grom model suggesting that companies which publish better
quality disclosure have higher analysts’ following, what reduces
negative selection, positively influences the quality of analyst
earnings forecasts and their dispersion (Lang, Lundholm 1993,
1996). Additionally, the reduction of information asymmetry
between directors and outside investors increases stock liquid-
ity and institutional investors’ interest (Verrecchia 1983, 1990,
Barry, Brown 1984, 1985, Merton 1987, Kim, Verrecchia 1994).

Warsaw Stock Exchange (WSE) due to the short history
(WSE held its first trading session on April 16, 1991 with five
listed companies, all of which were formerly State-owned com-
panies that had been privatized) suffers from a low level of is-
suers’ corporate governance and in consequence unsatisfactory
level of disclosure policy. The latest research on investor relation

of issuers from the WSE main market shows, that only 22% of
companies explain the factors which are expected to have in-
fluential impact on the future performance of their brand and
only 17% indicate the factors which can affect issuers’ financial
forecast. The report indicates the following reasons: the fear
of responsibility and assumption that investors have enough
knowledge about the branch characteristics and can by their
own to interpret and analyse financial data on their own (Bier-
nacki 2013). The situation on the alternative investment market
NewConnect (NC) is even worse. The authors have conducted
many interviews with NC issuers, nominated advisors and in-
vestors. While investors list the lack of voluntary information in
quarterly and annual reports as the reason of limited interest in
investing on the NC, other parties believe that additional data
and explanation disclosed expose issuers to the greater inves-
tors’ activity in the direct contacting (phone calls and mails),
what is not perceived as a positive phenomenon. The nominat-
ed advisors affirm that they discourage issuers from disclosing
more information than it is required by the regulation.

The DQ is the issue studied by many researchers, however
but the investigations are mostly focused on the issuers from
regulated markets. In the articles, the authors mainly concen-
trate on the following relations: DQ and the cost of equity (Bo-
tosan 1997, Botosan, Plumlee 2002, Diamond, Verrecchia 1991,
Lambert, Leuz, Verrecchia 2007, Sengputa 1998), DQ and firms’
financial characteristics (Eng, Mak 2003, Healy, Hutton, Palepu
1999, Mallin, Ow - Yong 2009), DQ and corporate governance
(Beekes, Brown 2006, Bushman, Smith 2001). Despite the fact
that alternative investment markets (AIMs) have growing sig-
nificance on the European financial markets there is a lack of
publications analysing DQ of AIMs issuers and its relations
with the firms’ characteristics (the only available articles are
Mallin, Ow - Yong 2009 and Fijatkowska et al. 2011).

The scope of our research is to examine relationship be-
tween disclosure quality and firms’ characteristics of issuers
listed on the Polish alternative investment market NewCon-
nect.



2. NEWCONNECT — MARKET CHARACTERISTICS

NewConnect, organized and operated by Warsaw Stock
Exchange, started in late August, 2007. It is the fastest growing
alternative investment market of 10 AIM operating in the Eu-
ropean Union, when the number of issuers is analysed. 6 years
after the opening, the number of companies listed on the market
was 446, beating all markets except the London AIM. Since 2008
(the 2" year) the number of IPOs on the Polish AIM has far
exceeded the number of IPOs on regulated market, as shown
in Table 1.

Fast growth of alternative investment markets is caused by
the increasing internationalization of financial markets and the
high level of competition among stock exchanges in attracting
companies and investors. To gain popularity with smaller com-
panies, all most important stock markets decided to create a
special segment which in comparison with the regulated mar-
kets is characterized by: lower barriers to entry, a faster admit-
tance procedure, lower information requirements and (in most
countries) creation of a network of advisory bodies (authorized
advisers), cooperating with the stock exchanges when search-
ing for new companies and engaged in advising companies on
investor relations. Secondary market for shares of these com-
panies is typically characterized by low liquidity (wide spread)
and high volatility in transactions.

Nominated advisers usually develop the network of contacts
with institutional and individual investors and advise many
companies at the same time. This leads to the decentralization
of the financial markets, so far centered around stock exchang-
es and a small group of brokerage houses. Nominated advisers
(AD) are evaluated for their activity in popularizing the alterna-
tive market as a place to raise capital. An important element of
the assessment is the number of companies for which the AD
acquired capital, which may in some cases lead to a conflict of
interest, in order to meet short-term requirements.

NewConnect, as an alternative investment market, is a place
to raise capital primarily by firms with small market value (small
shareholder funds). The vast majority would not comply with
the minimum capitalization requirement on regulated stock
market. Despite small capitalization and generally low liquidity
(low free float and low turnover value), investors buy stocks
in new issues (in private placements) and firms avoid a costly
process associated with preparation and approval of the pro-
spectus and IPO.

On the alternative market, firms are supported by the so
called nominated advisers whose job is to make the selection
of companies which want to list their shares on NewConnect.
Then, they assist the company and help raise capital in private
placements, prepare an information document (the equivalent
of a prospectus on the regulated market), register the shares in
the Central Securities Depository of Poland and enter the mar-
ket. They also support the company in meeting its disclosure
obligations.

Finiz 2014 - Invitation

On the basis of information gathered from information
documents (the equivalent of prospectus on regulated market)
of companies debuting on NewConnect in 2007-2011, we have
tried to emphasize the main characteristics:

¢ the number of investors who participated in private
placements usually ranged from 10 to 20 (33.6% of com-
panies), and in 77% of debutants from the period 2007
to 2011, the number of investors buying stocks in private
placement did not exceed 29, with an average of 21, but
the average number of the first investors has increased
from an average of 9 (2007) to 22 (2011); in accordance
with the existing regulations in Poland, a private place-
ment can be offered to 99 investors;

+ the median of companies’ age was 5 years, i.e. half of
the companies entering the market were five years old
or younger and almost 18% of companies had a history
of less than two years and can be classified as start-ups;

¢ raised capital in the new issues averaged 3.2 million
PLN, but half of the emissions did not exceed 1.5 mil-
lion PLN (median),

¢ Nominated Advisers (nomads) bought shares in about
one third of all issues,

+ inabout 49% of companies, there were financial institu-
tions under the shareholders, often they were investment
vehicles associated with the previous owners, or with
nominated advisors, or relatively small venture capital
funds with a short-term speculative attitude,

¢ 87% of the companies issued new shares at different in-
creasing prices several times before getting listed on the
NewConnect. The situation was explained by increased
risk of investing in start-ups,

¢ the average free float of issuers at IPO (defined as the
percentage of share capital investors with a package of
less than 5%) was 18.2%, but half of the companies had
the free float rate below 16%,

¢ the management board members held shares in 63% of
companies when they started to be listed on NewCon-
nect and the board members had a majority of shares
(over 50%) in almost 24% of cases,

¢ in case of supervisory boards - no shares in their posses-
sion could be identified in 22.6% of the companies, but
in 35% of companies there were dominating parts (over
50%) in the hands of members of the supervisory boards,

o the presence of institutional investors was revealed in
case of 53% of issuers, and institutional investors had a
majority of shares in case of 16% of firms; there were no
financial investors in 22,6% companies, but controlling
interest (over 50%) was held by advisory boards mem-
bers of 35% of companies.

The year 2011 was a record year in terms of new issuers - 172
companies made their debut on NewConnect. That year seems
to be a breakthrough. In subsequent years, a lot of violations of
the regulations and failures to comply with disclosure require-

Year 2013* 2012 2011 2010 2009 2008 2007
Regulated New companies 18 19 38 34 13 33 81

market Return of index WIG (%) 16,70% 26,24 -20,83 18,77 46,85 -51,07 10,39
New companies 39 89 172 86 26 61 24

NewConnect Return of index NC Index (%) 5,94% -20,09 -34,39 -27,65 30,14 -73,51 44,17
Average number of investors taking bd bd 2 19 15 27 9

part in a private placement

*on 30th November, 2013.

Table 1. Characteristics of Polish stock exchange and Polish AIM NewConnect in 2007 - 2013

[Source: www.gpw.pl, www.newconnect.pl]
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ments were observed. It forced the Warsaw Stock Exchange as
an organizer of the market to introduce stricter regulations.
In 2012, there were more than 10 cases of firms changing the
industry in which they operated, giving the following official
reasons:

+ the failure of a formula business in the current sector,

+ the entry of a new investor from another industry,

¢ the creation of a group and the willingness to act as the

fund VC/ PE.

All these features contribute to the formation of excessive
asymmetry of information among the boards of companies,
majority investors and the so-called free float investors. This
situation often leads to moral hazard at the expense of minority
shareholders.

3. LITERATURE REVIEW AND HYPOTHESIS

The empirical research shows that bigger issuers are more
likely to disclose a larger number of information. This relation
may be explained by the fact that bigger companies employ
more qualified financial and accounting specialists and more
often have internal regulations which require the elaboration
of more detailed reports (Camfferman and Cooke, 2002) what
confirms the results obtained by: McNally et al. (1982), Cooke
(1989), Firth (1979), Hossain et al. (1994), Eng, Mak (2003). In
many cases smaller companies listed on the NC do not have
their own accounts departments and commission outside enti-
ties to prepare the disclosures. In addition, empirical research
shows that newly listed issuers are more likely to disclose more
information to attract greater number of investors (Mallin, Ow
- Yong, 2009). What is more, for the analysing period (year
2011) on the NC there was an obligation for the issuers to co -
operate with Nominated Advisor for at least one year after IPO
(from 2013 WSE changed this regulation to at least 3 years). We
believe that presence of Nominated Advisor has positive influ-
ence on the DQ. Based on the literature study and NC issuers’
observation we formulate our first and second hypothesis as:

H1: There is a positive relation between disclosure quality
and firm size.

H2: There is a negative relation between disclosure qual-
ity and firm listed period.

Greater DQ can also reduce agency costs as it allows better
control of decisions and actions undertaken in the companies.
Directors (agents) should encourage disclosing more infor-
mation especially, when there is an institutional investor as a
shareholder (Both, Healy (1999), Bushee, Noe (2000), Birt et
al. (2006), Barako et al. (2006)). Reduction of agency costs due
to the better control of actions taking by board members is es-
pecially crucial for issuers with high debt level. However, Jen-
sen (1986) claims, that the agency costs of debt are controlled
through restrictive debt covenants in debt agreements rather
than increased disclosure of information in annual reports
(Jensen, 1986). Empirical research gives mix results. Eng and
Mak (2003) show negative relation between DQ and laverage
ratio (Eng, Mak 2003), where Malone et al. (1993), Bardbury
(1992), Ahmed, Courtis (1999) and Baroko et al. (2006) proves
opposite relations: significant positive relations between DQ
and laverage ratio, but Hossain et al. (1994), Ahmed, Nichollas
(1994), Wallace, Naser (1995) do not find any significant rela-
tion between these two variables. We suspect that issuers on the
NC due to the high level of information asymmetry very often
suffer from moral hazard problem and issuers with higher lever-
age ratio prefer to limit disclosing information and to mitigate
the possibility of evaluating performance; our third hypothesis
is formulated as follow:

H3: There is a negative relation between disclosure qual-
ity and leverage ratio.

4. RESEARCH METHODS

4.1. SAMPLE AND DATA COLLECTION

To investigate the relationship among disclosure quality,
firm size, firm listed period and leverage ratio on the WSE Al-
ternative Investment Market, we adopt a sample of firms that
published their annual report for the year 2011. An initial sam-
ple of 231 issuers with the highest return shares is drawn from
the NewConnect Statistic Bulletin for the year 2011. We exclude
31 firms due to:

¢ the lack of annual report,

+ the lack of complete firm’ characteristics data.

Finally, we conduct our research on the data collected from
200 issuers.

For the analysis, the data is obtained from:

+ firms’ financial data - provider Notoria Service through

IST Emerging Markets Information Service,
¢ data about disclosure quality from annual reports for the
year 2011.

4.2. STATISTICAL MODEL AND VARIABLE MEASUREMENT

To investigate our hypotheses from Section 3, a cross-sec-
tional regression is employed. Our dependent variable is the
Disclosure Quality Index (DQI) based on the information dis-
closed in 2011 annual reports. The construction of the index is
used as a tool to study the disclosure quality (Chow and Wong-
Boren 1987, Firth 1984, Cooke 1992; Botosan 1997, Ali, Ahmed
and Henry 2004, Coy and Dixon 2004, Hassan, Romilly, Gior-
gioni and Power 2009). We use the DQI as a proxy for the over-
all level of information voluntarily disclosed via other means
(Botosan 1997).

We develop our checklist on the basis of the study of Eugster
and Wagner (2011) with small modification to make it suitable
for NC issuers. The checklist consists of 74 questions divided
into 9 categories. Studying annual report of the issuer we put 1
if the answer is positive and 0 otherwise. To create unweighted
Index we evaluate the quality of each category by dividing the
sum of positive answers with numbers of questions. The DQI is
the sum of each category quality.

Multiple regressions are performed to test research hypoth-
eses. We use three explanatory variables highlighted in Section
2 (i.e.1_Assets — natural logarithm of total assets value as issuer
size, D_EBITDA - debt to EBITDA as leverage ratio and Time
- number of years from the first day listening as firm listed pe-
riod. In addition, we include the following variables (all values
are collected for the end of 2011 fiscal year): ROA - return on
assets, ROE - return on equity, DEBTMAR - debt ratio (total
debt to total assets), |_Revenue — natural logarithm of total rev-
enue value.

5. DATA ANALYSIS AND CONCLUSIONS

The descriptive statistic shows that the level of disclosure
quality for the analyzing firm sample is very low (Table 3). The
mean and median for DQI respectively is 2.41 and 2.31, what if
divided by the maximum score for our DQI=9 gives 27% and
26% of voluntary information disclosed and is much lower than
the results obtained in previous studies (the mean for DQ: 32%
in Egypt, Soliman (2013), 37% in Greece, Leventis and Weet-
man (2004), 43% in Switzerland, Eugster and Wagner 2011). The
result is consistence with our observation and we indicate as
the main reason the low level of issuers’ corporate governance



what is characteristic for the first stage of market development:
the issuers are still learning their disclosing obligations, inves-
tors in majority adopt passive behaviour and low significance of
financial investors.

We run regression model trying to explain which of previ-
ously selected variables are related to disclosure quality of issuers
from NewConnect. The only significant correlation is between
DQ and firm size (Table 1), what confirms findings from previ-
ous research (Meek et al., 1995; Hossain et al., 1995; Camfferman
and Cooke, 2002; Eng and Mak, 2003; and Wang et al., 2008,
Soliman 2013). In literature there are two main explanations
for this relation. First, that bigger company have more qualified
employees to prepare the greater quality reports (Camfferman
and Cooke, 2002) and second, that bigger companies face greater
agency costs because they require large volumes of external capi-
tal to finance their investments (Jensen and Meckling 1976). To
decrease the level of agency costs and to reinforce confidence
they voluntary disclose a larger number of information (Marston
and Polei 2004). We claim that in case of NC the first explana-
tion is more adequate. Due to our estimation the average level
on employment among NC companies is close to 50 employees,
which means that many of NC issuers are very small entities
without qualified management and outsource bookkeeping.

The regression model finds no support to hypothesis 2 and
3. We can observe negative correlation between debt to EBITDA
ratio and DQ but it is not significant. Our findings support the
low level of investor relation on the NC. In general issuers are
not willing to help investors understand the reasons of perfor-
mance and refuse to give a complex picture of companies’ goals,
strategic success factors, plan of future investments and risk
management particulars.
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KVALITET OBELODANJIVANJA NA NEWCONNECT ALTERNATIVNOJ PLATFORMI

ZA TRGOVANJE NA VARSAVSKOJ BERZI
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Apstrakt:

Ovo istrazivanje usmereno je ka ispitivanju odnosa izmedu kvaliteta obelodanjivanja i karakteristika
preduzeca emitenata na NewConnect alternativnoj platformi za trgovinu na Varsavskoj berzi. Ispitiva-
njem uzorka od 200 emitenata ustanovljeno je da je kvalitet obelodanjivanja u znacajnoj i pozitivnoj
korelaciji sa veli¢inom preduzecéa kao i da ne postoji dokaz o odnosu izmedu kvaliteta obelodanjivanja,

Kljucne reci:

dobrovoljno obelodanjivanje,
godi$nji izvestaj,

ucinak preduzeca,

alternativno investiciono trZiste.

koeficienta dugovanja i istorije poslovanja emitenata. Emitenti nisu voljni da obrazloze investitorima
razloge za takav ucinak i odbijaju da pruze kompleksnu sliku ciljeva kompanije, strateskih faktora
uspeha, investicionih planova i pojednosti vezanih za upravljanje rizikom. Rezultati su dosledni sa
nasim opazanjima i ukazuju na nizak nivo korporativnog upravljanja, §to je uobicajeno za prvu fazu
razvoja trziSta: emitenti se i dalje upoznaju sa obavezama vezanim za obelodanjivanje, investitori
usvajaju pasivno ponasanje, a finansijski investitori imaju neznatan znacaj kao ucesnici na trzistu.




