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Abstract:

The research investigated the impact of accounting disclosure quality and information
asymmetry on the Egyptian stock market activity. The research provided some insights for the
efficiency of the Egyptian stock market and how accounting disclosures play an active role in certain
circumstances leading to reducing the informational gap between investors and management and
enhancing the responsiveness to information in terms of increase in stock prices, transactions
volume and transactions value. Data has been collected for companies listed in the Egyptian stock
market for the period from 2002 through 2014. Research sample comprised of 60 companies which
results in 780 observations for the research. | found that there are significant association between
both accounting disclosure quality and information asymmetry and the stock market activity.
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Introduction:

The Egyptian stock market is one of the emerging capital markets in which accounting
disclosures play an important role in achieving efficiency in capital market in terms of fair
prices for stocks, low information asymmetry and increase in transactions volume and
value.

Accounting disclosure is one of the important topics that have received huge attention in
recent years. Not only many accounting researches investigated this topic, but also many
academics, professional and governmental bodies have issued guidelines and
recommendations in this regard.

The recent financial crises resulted in a growing emphasis on accounting disclosures in
the past few decades. Many researchers attributed these crises to the lack of transparency
and full disclosures of financial and non financial information leading to a loss of confidence
in financial reports among investors and market participants. This creates an increasing
demand for accounting

disclosures. The needs for new information have emerged due to the concern of corporate

governance and internal control. This necessitates the development of accounting
disclosures to meet these new needs that resulted from changes in the investment and
market environment.

Information asymmetry exists in stock markets when corporate management deliberately
conceals specific information from investors in order to use this information in achieving
abnormal returns from their stock ownership. Alternatively, management may hide this
specific information because the disclosure of such information may create a competitive
disadvantage to the firm, as competitors may use such information to alter their production
plans and investment decisions. Information asymmetry also exists when one group of
investors (informed investors) processes different information about the firm that is not
available for other investors (uninformed investors).

Different theories have been used to explain managerial behavior when making accounting
disclosure decisions, namely: optimal contracts theory, opportunistic behavior theory, and
information prospective theory.

Many recent accounting studies have examined the relationship between accounting
disclosure quality and information asymmetry and stock market activity. They concluded
that the higher the quality of accounting disclosure, the lower the degree of information
asymmetry, the higher the responsiveness of stock prices to such disclosures, and the
more efficient the capital market in reaching equilibrium prices.

Research problem:

Discrepancy exists among prior studies concerning the impact of accounting disclosure
quality on the activaty of stock market. Although many previous studies (e.g. Gelb and
Zarowin, 2002; Ferrell, 2007; Haggard et al., 2008; Wang and Chang, 2008; Goto et al.,
2009; Hussainey and Mouselli, 2010; Dima et al. 2013) found a positive association
between the quality of accounting disclosure and stock prices and returns, Sadeghzadeh
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and Karimi, 2010; Mugaloglu and Erdag, 2011 found a negative association in some other
years. Further, Mugaloglu and Erdag, 2011 found no significant association between
accounting disclosures quality and changes in stock returns and consequently increases
the degree of uncertainty.

Therefore, the researcher is attempting to examine this relationship in the Egyptian
settings. This is of crucial importance because most prior studies examined the impact of
disclosure quality on stock prices or returns only without taking into consideration the
impact of information asymmetry on the activity of the stock market. Based on the above
mentioned discussion, the research problem can be addressed by the following questions:

1. What is the impact of accounting disclosure quality on the stock market activity with
regard to listed companies in the Egyptian stock market?

2. What is the impact of information asymmetry on the stock market activity with regard
to listed companies in the Egyptian stock market?

3. What are the effects of both accounting disclosure quality and information
asymmetry on the stock market activity with regard to listed companies in the Egyptian
stock market?

Research Objective:

The research objective is to investigate the impact of accounting disclosure quality and
information asymmetry on the Egyptian stock market activity. Prior studies focused on
studying the impact of either the accounting disclosure quality or the information
asymmetry (but not both) on stock prices or returns. Therefore, this research contributes
to prior studies by studying the impact of both (accounting disclosure quality and
information asymmetry) on the stock market activity.

Hence, this research will provide some insights about the efficiency of the Egyptian
stock market and how accounting disclosure may play an active role in reducing the
informational gap between investors and management leading to enhancing the
responsiveness to information by capital market participant.

Literature Review and Hypothesis Development:
Prior studies can be classified into three categories as follows:

First: The effect of disclosure quality on the stock market activity. Many previous
studies (e.g. Gelb and Zarowin, 2002; Ferrell, 2007; Haggard et al., 2008; Wang and
Chang, 2008; Goto et al.,, 2009; Hussainey and Mouselli, 2010; Dima et al. 2013)
investigated the effect of disclosure quality on the stock market activity, all concluded that
there is a significant positive association between disclosure quality and the stock market
activity. While the study of (Mugaloglu and Erdag, 2011) founds a non-significant
association between disclosure quality and the stock market activity. While the study of
(Sadeghzadeh and Karimi, 2010) found a significant negative association between
disclosure quality and the stock market activity. Also, Gelb and Zarowin, 2002 found that
greater disclosures are associated with stock prices that are more informative about future

http://www.iises.net/proceedings/18th-international-academic-conference-london/front-page 3



25 August 2015, 18th International Academic Conference, London ISBN 978-80-87927-11-3, IISES

earnings (i.e., higher future ERC). These results provide empirical support for the widely
held, but empirically undocumented, belief that greater disclosures provide information
benefits to investors. (Ferrell, 2007) found that mandatory disclosure is associated
with both a dramatic reduction in the volatility of OTC stock returns and OTC stocks
enjoying positive abnormal returns.( Haggard et al., 2008) found a negative relation
between disclosure and stock price synchronicity (co- movement) as measured by the R2
from asset pricing model regressions. These results indicate that a higher level of
disclosure negatively impacts stock price co-movement, consistent with the notion that
disclosure increases the amount of firm-specific information for returns. This finding is
consistent with Veklkamp's (2006) information markets model and Jin and Myers' (2006)
division of risk model. Wang and Chang, 2008 found that firms with high levels of
information disclosure have a higher association between accounting earnings and stock
market price than firms with low levels of information disclosure. In addition, the results
provide evidence that there is a positively significant relationship between book value and
stock price as well as between earnings per share and stock prices. (Goto et al., 2009)
found significant shifts in the time-series properties of stock returns for firms that undergo
large changes in disclosure environments, such as those cross-listing on the
NYSE/AMEX/NASDAQ and those from less-developed/emerging markets and code-law
countries.(Hussainey and Mouselli, 2010) found that future-oriented earnings statements
in the annual report narratives increase the stock market’s ability to anticipate future
earnings change three years ahead. This is consistent with a recent study by Hussainey
and Walker (2009). They also find that firms with poor DQ, in general, have higher costs
of capital than firms with good DQ. This result is consistent with previous research, for
example, Gietzmann and Ireland (2005), Francis and Nanda (2008) and theories that
demonstrate a role for information risk (referred to here by DQ) in asset pricing. Finally, the
time-series analysis suggests that allowing for a DQ factor in constructing the asset pricing
model can be important. The DQ factor is significant in pricing excess returns of UK
portfolios, sorted on the basis of DQ and industry. However, for the industry portfolios, the
Fama-French model generally shows more explanatory power than the model with a DQ
factor.This result can be explained by the fact that the three factors in the Fama-French
model (especially HML) partially capture effects related to DQ. (Dima et al. 2013) found
that all the disclosure variables are positive and significantly associated to PER ratios
overreactions for both markets; the effects exercised by the disclosure of non-financial
information are less clear in the case of Romanian companies compared to the Spanish
ones; the intensity of prices’ overreactions appears to be higher for Spanish stocks,
suggesting a higher degree of adjustment speed to informational shocks; the global
disclosure indicator constructed based on principal components analysis methodology is
positive and significant related to larger PER ratios values for both markets, but the
amplitude of such relationship tends to be greater for the Bucharest Stock Exchange.

Second: The effect of information asymmetry on the stock market activity:

Many previous studies (e.g. Moeller et al., 2007; O Nwezeaku and Okpara, 2010; Abosed
and Ezekiel, 2011; Sun et al., 2014; Tavares et al., 2014 ) investigated the effect of
information asymmetry on the stock market activity. Moeller et al., 2007 found that there is
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no difference in abnormal returns between cash offers for public firms, equity offers for
public firms, and equity offers for private firms after controlling for one of these proxies,
idiosyncratic volatility. Nwezeaku and Okpara, (2010) found that significant difference
existing between good and bad news in the Nigerian stock market. We also found from the
results of the EGARCH model, the presence of leverage asymmetric effect in the market
implying that unexpected drop in prices (bad news) increases predictable volatility more
than unexpected increases in price (good news) of similar magnitude. Abosed and Ezekiel,
2011 Studies that empirically tested the impact of information asymmetry on equity pricing
in emerging and developing economies, where market efficiency are mostly in the semi-
strong and weak forms are very few. The shortage of such studies could not be divorced
from lack of testable models to accommodate the peculiarity of market data in such
informational inefficient markets. Also, it is important to note that direct proxies of
information asymmetry produce verifiable and less subjective outcomes than proxies
derived from data manipulation, therefore identifying and selecting the firm and market-
specific proxies require the understanding of the firm and market dynamics that impact
significantly on equity pricing. The models derived can be tested in emerging economies
that most studies examining the impact of information asymmetry on equity pricing have
neglected for various reasons including inability to assess testable models. The study has
contributed to existing literatures in providing a platform for measuring the effect of
information asymmetry on equity prices both in the primary and secondary markets of
emerging economies. Sun et al., (2014) found that the dynamic volume-return relation
within medium-size trades has the most significant response to the degree of information
asymmetry. They also show that the effect of information asymmetry on the volume-return
dynamics migrates to small-size trades in recent years, especially in larger stocks. These
results are consistent with the notion that informed traders prefer medium-size trades and
this preference has shifted to small-size trades. The findings highlight the importance of
incorporating informed traders’ trade-size decision in the examination of the dynamic
volume-return relation. Tavares et al. (2014) investigated whether the information
asymmetry component imbedded in the bid ask spread helps explain the difference in
returns between portfolios composed of value versus growth stocks in the Brazilian market.
Additionally, they test whether the portfolios’ volatility has any relation with asymmetry.
They incorporate an element from the market microstructure literature, the information
asymmetry component, in the classic asset pricing theory. The results obtained for the
period between July 2006 and April 2009 suggest that asymmetry can explain the
difference in returns of the two types of portfolios.

Third: The effect of disclosure quality and information asymmetry on the stock
market activity:

Many previous studies (e.g. Roychoydhury et al., 2012; Shroff et al., 2013; Barron and
Qu, 2014) investigated the effect of disclosure quality and information asymmetry on the
stock market activity. Roychoydhury et al. ( 2012) found that earnings informativeness
relative to other sources is higher in bad news quarters than in good-news quarters.
Further, cross-sectional tests indicate that earnings differential informativeness in bad-
news quarters is more pronounced when managers do not voluntarily disclose the news,
information asymmetry is stronger, and managers are net sellers of stock. Shroff et al. (
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2013) found that firms provide significantly more pre offering disclosures after the Reform.
Further, they found that these pre offering disclosures are associated with a decrease in
information asymmetry and a reduction in the cost of raising equity capital. Their findings
not only inform the debate on the market effect of the Reform, but also speak to the
literature on the relation between voluntary disclosure and information asymmetry by
examining the effect of quasi-exogenous changes in voluntary disclosure on information
asymmetry, and thus a firm’s cost of capital. Barron and Qu (2014) found that high-quality
public disclosure leads to increased price efficiency and decreased cost of capital in the
pre-announcement period when information asymmetry is high. The impending high-
quality public information increases the competition among informed traders, which leads
prices to impound more private information and alleviates the adverse selection problems
facing uninformed traders. The study suggests building a high-quality public information
environment (e.g., by adopting high-quality accounting standards or committing to
transparent disclosure policies) would likely provide ex ante benefits for firms with
significant adverse selection among traders.

Based on the previous discussion, three main hypotheses have been formulated in
this research:

H1: There is a significant positive association between accounting disclosure quality and
the stock market activity with regard to listed companies in the Egyptian stock market. This
hypothesis can be divided into three sub hypotheses as follow:

Hla: There is a significant positive association between accounting disclosure quality and
the stock return activity with regard to listed companies in the Egyptian stock market.

H1b: There is a significant positive association between accounting disclosure quality and
the trade volume with regard to listed companies in the Egyptian stock market.

H1lc: There is a significant positive association between accounting disclosure quality and
the trade value with regard to listed companies in the Egyptian stock market.

H2: There is a significant negative association between information asymmetry and the
stock market activity with reqgard listed companies in the Eqyptian stock market. This
hypothesis can be divided into three sub hypotheses as follow:

H2a: There is a significant negative association between information asymmetry and the
stock return with regard listed companies in the Egyptian stock market.

H2b: There is a significant negative association between information asymmetry and the
trade volume with regard listed companies in the Egyptian stock market.

H2c: There is a significant negative association between information asymmetry and the
trade value with regard listed companies in the Egyptian stock market
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H3: There are significant associations between both accounting disclosure quality and
information asymmetry and the stock market activity with reqgard listed companies in the
Eqgyptian stock market. This hypothesis can be divided into three sub hypotheses as follow:

H3a: There are significant associations between both accounting disclosure quality and
information asymmetry and the stock return with regard listed companies in the Egyptian
stock market.

H3b: There are significant associations between both accounting disclosure quality and
information asymmetry and the trade volume with regard listed companies in the Egyptian
stock market.

H3c: There are significant associations between both accounting disclosure quality and
information asymmetry and the trade value with regard listed companies in the Egyptian
stock market.

DATA AND METHODOLGY

The research depends on listed companies in the Egyptian stock market in the period
from 2002 through 2014 with emphasis on the first month after the publication of the
financial statements of firms so as to investigate the direct impact of accounting disclosures
quality and information asymmetry on the stock market activity. A selective sample was
taken from the population after excluding financial services institutions, banks, insurance
companies, and companies with incomplete financial data during the test period. The final
sample of the research included 60 companies which results in 780 observations for the
research. The research data were obtained from the annual disclosure book of the
Egyptian stock exchange, Egypt for Information Dissemination (eg/ID). The researcher
analyzed data depending on the statistical program SPSS, and uses the simple and
multiple regression model to test the hypotheses.

The independent variables are:

First, disclosure quality measured by the number of factors disclosed in the financial
statements out of an index of 160 factor developed by Akhtaruddin, 2005. Second,
information asymmetry, measured by using proxy for information asymmetry. The proxy
is the adverse selection component of the average daily bid-ask spread (ASC Spread).
ASC Spread measures the extent to which unexpected order flow affects prices and is
increasing in information asymmetry. Third, control variables using: A- Firm size:
measured by calculating the natural logarithm of total assets. B- Leverage Ratio: measured
by total liabilities / total assets. C- The Existence of BIG 4 Auditors: score 1 if the auditor
from the Big four audit firms (KPMG; Ernst & Young; Deloitte; Price water house) and 0
otherwise.
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The dependent variables are:

The stock market activity. This variable was measured by stock return; trade volume;
and trade value.

The statistical models to test the hypotheses were formulated as follows:

RET o) =Bo+ B1DQq + € (1-1)
TVOL ) =B o+ B 1DQq) + € (1-2)
TVAL ) = Bo + B 1DQq) + € (1-3)
RET @) = Bo + B2lAg + €) (2-1)
TVOL ) =B o+ B2lAg + € (2-2)
TVAL i) = Bo + B2lAg + € (2-3)

RET o) =Bo+ B1DQq + B2lAg + B3 FS+ B4 LVR+ Bs TOA+ Be IT+ € (3-1)

TVOL ) = Bo + B1DQq) + B 2lAj + B3 FS+ B4 LVR+ s TOA+ B IT+ (3-2)
€()

TVAL () = bo + b1DQq + b2lAg + Bz FS+ B4 LVR+ Bs TOA+ Bs IT+ £  (3-3)

Where:

RET (i): stock return.

TVOL (i): trade volume.
TVAL (i): trade value.

DQ(i): disclosure quality.
IA(i): information asymmetry.
FS: Firm size.

LVR: Leverage of the Firm.
AOT: The Existence of BIG 4 Auditors (KPMG; Ernst & Young; Deloitte; Price water house)
Results and comments:
The first model:

| found there is a significant positive association between accounting disclosure quality
and the stock return with regard to listed companies in the Egyptian stock market. Where
ANOVA analysis showed the significance of the model at P-Value = 0.00000 which is lower
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than 5% while the regression coefficient of disclosure quality on stock return = 0.143 which
means that there is a positive relation between disclosure quality and stock return. There
is a significant negative association between accounting disclosure quality and the trade
volume. Where ANOVA analysis showed the significance of the model at P-Value = 0.001
which is lower than 5% while the regression coefficient of disclosure quality on trade
volume = -0.121 which means that there is a negative relation between disclosure quality
and trade volume. There is a significant negative association between accounting
disclosure quality and the trade value. Where ANOVA analysis showed the significance of
the model at P-Value = 0.018 which is lower than 5% while the regression coefficient of
disclosure quality on trade value = -0.085 which means that there is a negative relation
between disclosure quality and trade value.

The second model:

| found that there is a significant negative association between information asymmetry
and stock return. Where ANOVA analysis showed the significance of the model at P-Value
= 0.041 which is lower than 5% while the regression coefficient of information asymmetry
on stock return = -2.048 which means that there is a negative relation between information
asymmetry and stock return. There is a significant negative association between
accounting information asymmetry and the trade volume. Where ANOVA analysis showed
the significance of the model at P-Value = 0.001 which is lower than 5% while the
regression coefficient of disclosure quality on trade volume = -3.349 which means that
there is a negative relation between information asymmetry and trade volume. There is a
significant negative association between information asymmetry and the trade value.
Where ANOVA analysis showed the significance of the model at P-Value = 0.000 which is
lower than 5% while the regression coefficient of disclosure quality on trade value =
2455606.847 which means that there is a negative relation between information
asymmetry and trade value.

The third model:

| found that there are significant association between both accounting disclosure
quality and information asymmetry and the stock return. Where ANOVA analysis showed
the significance of the model at P-Value = 0.000 which is lower than 5%. There are
significant association between both accounting disclosure quality and information
asymmetry and the trade volume. Where ANOVA analysis showed the significance of the
model at P-Value = 0.000 which is lower than 5%. There are significant association
between both accounting disclosure quality and information asymmetry and the trade
volume. Where ANOVA analysis showed the significance of the model at P-Value = 0.000
which is lower than 5%.
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