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1. Introduction

The importance of understanding the relationship between political economy theory and corporate
disclosures has grown in recent years. Financial statements, corporate governance documents, sustainability
reports, and other publicly available documents are all examples of corporate disclosures (Liu & Wang, 2018).
Companies may choose whether or not to reveal much of the information they provide since most of it consists
of voluntary information items for which there are no standards governing their disclosure. Yet, theories of
corporate disclosure argue that companies might benefit from voluntary disclosure of information for the sake
of fostering investor trust through transparency and integrity (Healy & Palepu, 2001). While there are studies
that have looked at the various parts of corporate disclosures, such as environmental information (Matta,
Akhter, & Malarvizhi, 2019), CSR information (O’dwyer, 2002), social and environmental information
(Cormier & Gordon, 2001), voluntary disclosures (Watson, 2011), and so on, a review of the literature shows
that there remains potential for enhancement in the corporate disclosure studies. Additionally, research
undertaken in developing nations, particularly those with an emerging capital market, such as the Colombo
Stock Exchange (CSE), which has a low level of disclosures, is also limited. This disparity in disclosure levels
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is indicative of the importance of addressing corporate disclosures in the context of developing nations, given
their ability to affect the number of corporate disclosures. Because of the vast disparities in economic, cultural,
political, and social elements between the two markets, the findings of research undertaken in developed
capital markets cannot be deemed relevant to developing capital markets (De Zoysa & Rudkin, 2010).

This research aims to bridge a gap by exploring the factors influencing corporate disclosures in Sri Lanka,
an emerging country. Previous studies have identified predictors of corporate disclosures using various
theories, including Agency Theory (Al-Razeen & Karbhari, 2004; Healy & Palepu, 2001), Signalling Theory
(Campbell, Lettau, Malkiel, & Xu, 2001), needs of capital theory, and regulatory theory (Johansen & Plenborg,
2018). However, the application of political economy theory to understanding the determinants of corporate
disclosures remains underexplored. Consequently, this article seeks to investigate the drivers of corporate
disclosures through thelens of political economy theory.

Corporate annual reports are viewed as multifaceted documents with political, economic, and social
dimensions. They serve as tools for establishing, upholding, and legitimizing economic and political
arrangements that align with a company's private interests (Guthrie & Parker, 1990). By adopting political
economy theory, researchers can consider broader factors that influence what firms choose to disclose
(Deegan, 2014).

Stakeholder theory, legitimacy theory, and institutional theory are all sub-theories of political economy
theory that are not often examined together. Previous research has typically focused on one particular sub -
theory (Fernando & Lawrence, 2014). These theories have been used to explain managers' incentives for
providing non-financial disclosures, but they may also apply to voluntary financial disclosures. In recent years,
some researchers have integrated these three theoretical frameworks (Amran & Haniffa, 2011; Naser &
Hassan, 2013; Setyorini & Ishak, 2012). While legitimacy theory has been the most commonly employed
theory in social and environmental accounting literature, Ji and Deegan (2013) note that institutional theory is
gaining relevance in the field. This comprehensive approach involving all sub-theories of political economy
theory offers a deeper understanding of corporate disclosure behaviour, which may not be achievable through
a single theory alone (Fernando & Lawrence, 2014).

This research contributes novel insights into corporate disclosure practices. It provides empirical evidence
regarding the determinants of corporate disclosures in Sri Lanka, filling a gap in the literature on corporate
disclosure practices. Additionally, it addresses the scarcity of research on corporate disclosures in developing
economies (Barako, Hancock, & Izan, 2006; Betah, 2013; Bhayani, 2012; Hau & Danh, 2017), which
consistently indicates lower disclosure levels compared to developed nations. Secondly, this study establishes
that legitimacy, stakeholder power, and isomorphic influence impact corporate reporting practices in the
context of developing countries. It examines the explanatory factors of corporate disclosures and oftfers
theoretical support for institutional theory, stakeholder theory, and legitimacy theory from a developing
country perspective. Furthermore, unlike previous research that often focuses on a single type of corporate
disclosure, this study explores all forms of corporate disclosure. Lastly, it contributes to the limited empirical
investigations of political economy theory's explanatory power by utilizing PLS-SEM analysis to dissect the
factors affecting public disclosures by corporations. Firms, investors, and other interested parties can benefit
from this knowledge of the link between politics and corporate disclosures. Given the rising demand for
transparency and accountability, the result suggested that policymakers, regulatory authorities, and
professional organisations should consider establishing a universally accepted framework for corporate
reporting, especially for non-financial information. These results can guide business leaders towards more
effective corporate reporting practices by outlining best practices in disclosure.

The remainder of this research is structured as follows: Part two of this paper examines the current state
of corporate disclosure in Sri Lanka. The literature review and hypothesis development are presented in the
third section. Section 4 explains how the research was conducted. The findings are summarised in Section 5,
and then further examined in Section 6.

2. Corporate Disclosure Practices in Sri Lanka

Sri Lanka is renowned for its open economy and free capital market. However, in the historical context of
accounting practices in Sri Lanka, Perera (1975) asserts that there was no tradition of publicly disseminated
financial reporting. A small group of investors primarily used accounting reports prior to independence. This
scenario underwent a significant transformation in the early 1970s. During this period, the ownership
structure of businesses became more complex, and new financial institutions emerged. Simultaneously,
accounting statements began to play an increasingly crucial role as a source of information for decision-
making.

The landscape of accounting practices in Sri Lanka experienced substantial changes with the
establishment of the Sri Lanka Institute of Chartered Accountants (CA Sri Lanka) in 1959. The Colombo
Stock Exchange (CSE) also contributed to improved disclosure practices by releasing additional information
on its disclosure policy. Companies listed on the stock exchange are obligated to adhere to the listing rules,
and the Securities and Exchange Commission (SEC) enforces various regulations that require both direct and
indirect disclosures. Both the Companies Act and the CSE's listing regulations mandate certain disclosure
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practices. To further improve the country’s reporting mechanisms, CA Sri Lanka has adopted and revised a
number of accounting and auditing standards on an ongoing basis. A significant milestone in corporate
financial reporting in Sri Lanka occurred in 2012 when CA Sri Lanka introduced Sri Lanka Financial
Reporting Standards (SLFRS) and Sri Lanka Accounting Standards (LKAS) to align with International
Financial Reporting Standards (IFRS). Furthermore, to promote the adoption of Integrated Reporting, CA Sri
Lanka has collaborated with the International Integrated Reporting Council (ITRC) to provide expertise and
insights in this area within Sri Lanka.

Various media are used to disseminate business information, including annual reports, newsletters,
webcasts, and publications at conferences, meetings, and seminars (Modugu, 2018). The annual report is
considered the most significant official disclosure medium (Hope, 2003). However, a survey by Deloitte (2019)
found that annual reports have grown longer over time, with an average of 172 pages in 2019 compared to
164 in 2018. In 2006, the average corporate report was approximately 85 pages long. In recent years, there
has been a noticeable increase in the average length of corporate reports, with the current average report
being over 50% longer than in 2006. Additionally, there is significant variation in the amount of information
disclosed in the annual reports of different companies (KPMG International, 2016).

Hence, the objective of this research is to identify the factors influencing the level of disclosure in the
annual reports of Sri Lankan listed companies. This study is grounded in political economy theory, which
serves as the foundation for selecting the determinants to be investigated.

3. Political Economy Theory and Hypothesis Development

Political economy encompasses the intricate web of societal, political, and economic structures that define
human existence. Political economy theory asserts that because of the deep interconnections between society,
politics, and economics, any examination of economic matters must consider the broader political, social, and
institutional context within which economic activities take place. Corporate annual reports are viewed as
multifaceted documents with social, political, and economic dimensions. They play a crucial role in shaping,
sustaining, and legitimizing economic and political systems, institutions, and ideological constructs that serve
the interests of the company (Guthrie & Parker, 1990). Integrating political economy into research allows
scholars to contemplate the broader factors that influence an organization's operations and its decisions
regarding what information to disclose (Deegan, 2014).

These theories are commonly referred to as open-system theories in the literature (Deegan, 2014). Gray,
Owen, and Adams (1996) propose that adopting a systems-oriented perspective of organizations and society
allows us to emphasize the importance of information and disclosure in the interactions among organizations,
individuals, groups, and the state. The systemic perspective claims that an entity is subject to influence of, and
also exerts influence upon, the society within which it operates. These theories are frequently used to analyse
managerial decisions regarding corporate disclosures encompassing both voluntary and mandatory
disclosures, as well as financial and non-financial information. Several researchers have recently applied these
three theoretical perspectives in their studies of corporate disclosures.

3.1. Legitimacy Motives and Corporate Disclosure

Legitimacy theory underscores the idea that organizations aim to maintain the perception that they
operate in line with societal norms and boundaries. Organisations strive for external legitimacy (Deegan,
2014). Legitimacy theory highlights the importance of organisations demonstrating their commitment to the
welfare of the general public. Noncompliance with social norms can result in various sanctions for an
organisation, such as legal restrictions, resource limitations, and reduced product demand. Organisational
survival is contingent on legitimacy. Organisations will implement strategies to maintain resource supplies.
O’dwyer (2002) found that disclosing corporate social responsibility information can be a part of this
legitimacy-building process. Legitimacy theory can also be used to explain the disclosure of corporate
environmental information (O’ Donovan, 2002). Corporate legitimacy can be assessed through various factors
like the age of the company, the size of the company, profitability, and media coverage. This study regards
profitability and firm size as indicators of corporate legitimacy. Profitability is a commonly used factor in
literature to explain corporate disclosure (Naser & Hassan, 2013). The influence of profitability on CSR
disclosures can be seen as either positive or negative according to legitimacy theory (Neu, Warsame, &
Pedwell, 1998). Companies with a considerable amount of profit tend to convey optimistic messages to their
stakeholders through corporate information. However, certain companies are disclosing comprehensive
information despite incurring losses, with the aim of elucidating the reasons behind their setbacks and
outlining their strategies for rectification. Research studies examining the relationship between corporate
disclosures and profitability have produced inconsistent results. Mirza, Muneeb, and Ashghar (2017) observed
a positive correlation between profitability and disclosures, whereas the findings of the study conducted by
Reverte (2009) shows an insignificant association between the two variables. This study employs ROA as a
measure of profitability.

Several studies have investigated the correlation between corporate reporting and company size,
including those conducted by Naser and Hassan (2013), Othman, Thani, and Ghani (2009), and Tagesson,
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Blank, Broberg, and Collin (2009). Larger corporations face heightened public scrutiny and are more
vulnerable to negative reactions due to their prominent visibility. Consequently, these larger companies tend
to provide more extensive information in their reports as a means of fostering public trust. Tagesson et al.
(2009) employed employee count as a metric for determining firm size. Naser and Hassan (2013), Othman et
al. (2009), and Hossain and Hammami (2009) employed total assets as a measure of firm size. Dyduch and
Krasodomska (2017) regard total sales as a metric for determining a company's size. In this study, the value of
total assets has been employed to measure firm size.
H.: There is a relationship between legitimacy and corporate disclosures of listed companies in Sri Lanka.

3.2. Isomorphic Influences and Corporate Disclosure

According to Institutional theory, applications that use similar practices are called isomorphism.
Organizational isomorphism refers to the convergence of organizations in similar environments (Dacin, 1997).
There are three types of isomorphism: coercive isomorphism, mimetic isomorphism, and normative
isomorphism. Depoers and Jerome (2019) found that all three types of isomorphism are associated with
explanations for corporate disclosures.

Coercive isomorphism refers to the phenomenon of an organisation altering its practices in response to
external pressures from its stakeholders. The field of organizational behaviour is subject to the influence of
external factors, including formal or informal pressure exerted by other organisations, as well as societal
cultural expectations. The pressure exerted in this context can be understood as encompassing elements of
coercion, persuasion, or an invitation to engage in communal in communal activities. Chinese firms increase
voluntary disclosure practices in response to coercive pressure, as discovered by Qu, Leung, and Cooper
(2013). Scott (1995) posits that coercive pressures stem from the legal and contractual framework within
which a firm operates. Government shareholding and foreign share ownership are viewed as forms of coercive
isomorphism in this context.

Lan, Wang, and Zhang (2013) found a quadratic convex association between state ownership and
voluntary disclosure. Persson and Vingren (2017) discovered that state ownership affects sustainability
disclosures significantly in Swedish State-Owned Enterprises. However, Hau and Danh (2017) found that
government ownership of listed companies in Vietnam was negatively associated with corporate disclosure.
Mimetic isomorphism holds that businesses attempt to mimic or enhance the methods used by other
businesses, maybe to acquire a competitive edge in terms of legitimacy (Deegan, 2007). Mimetic isomorphism
results from uncertainty in the environment, such as regulators not telling companies how to disclose
information. Setyorini and Ishak (2012) discovered that when government laws and regulations are
ambiguous, firms in Indonesia prefer to follow similar practices or replicate the practices of other enterprises.
Furthermore, the study conducted by Pfarrer, Smith, Bartol, and Zhang (2005) revealed that organizations
demonstrate a willingness to restate their financial outcomes following the precedent set by their peers within
the same industry. The measurement of mimetic impacts is typically conducted through the assessment of
industry organisation membership and the qualification of prizes obtained.

Professional and industrial networks establish conventions, shared values, and laws, all of which have
normative implications. The term ‘group norm’ is used to describe the pressure put on individuals by social
groups to adopt particular patterns of behaviour in institutional settings. Regarding corporate disclosures,
annual report preparers are expected to adhere to the accounting standards, which serve as a type of
accounting isomorphism for the organisations that employ them. According to Nyahas, Samson, Munene,
Orobia, and Kigongo Kaawaase (2017), a positive correlation exists between normative isomorphic
mechanisms and voluntary disclosures. As a result, this research hypothesizes that:

H.: There is a relationship between isomorphic influences and corporate disclosures of listed companies in Sri Lanka.

3.8. Stakeholder Pressure and Corporate Disclosure

Stakeholder theory describes how businesses communicate with their stakeholders (Deegan, 2014).
According to the managerial branch of stakeholder theory, different stakeholder groups' expectations are
anticipated to affect the organization's operating and reporting policies (Deegan, 2014). Organizations can
manage stakeholder support and acceptance using information disclosure as a key instrument (Gray et al,,
1996). Businesses can provide information to the stakeholder groups that have control over the vital resources
a business requires to survive. In this case, the level of corporate disclosure that the company agrees to meet
the needs of its stakeholders will vary depending on what stakeholders believe is important for the company to
achieve its goals. In this study, shareholder power, debtor power, auditor power, and lobby group power were
considered stakeholder powers. One measure of shareholder power is shareholder concentration. The strength
of the borrower was measured by the value of the loan (debt ratio) and the value of the loan against the asset
(debt to asset ratio). The type of industry, whether environmentally sensitive or not, was used to assess lobby
group power. The auditor type was defined as whether the auditor belonged to the Big Four or not. Thereby,
the following hypotheses have been developed:

H: There is a relationship between stakeholder pressure and the level of corporate disclosures by Sri Lankan listed
companies.
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4. Methodology
4.1. Population and Sample

According to Sekaran and Bougie (2018), the population denotes the complete set of individuals,
occurrences, or objects that are important to the researcher's investigation. As of January 2020, the study
population included 288 companies traded on the CSE. In this study, a structured sampling design was used to
select the sample, as the representativeness of the sample has a significant impact on generalization.
Companies listed on the Colombo Stock Exchange represent 20 Global Industry Classification Standards
(GICS) industry groups. Therefore, the population can be divided into relevant and significant strata based on
industry. Since the sample can be divided into several groups, a proportional stratified random sampling
design is adopted. Using the Krejcie and Morgan (1970) sample size selection, the sample size is 165
companies. However, due to alack of data, we collected datafrom 122 companies between2012 and 2019.

4.2. Index Development

This study used an unweighted method to construct the index, following previous researchers (Mohamad,
Salleh, & Chek, 2013). Researchers assessed companies' disclosure levels using a self-constructed index based
on the GRI guidelines, a checklist of voluntary disclosure developed by Hamrouni, Miloudi, and Benkraiem
(2015), and guidelines for the South Asian Federation of Accountants (SAFA) Annual Report Awards. There
are 131 items in nine categories in the index. Each item was scored (1) if disclosed in the annual reports and
(0) it otherwise (Nyahas et al., 2017). It was assumed that all items were equally important. After tallying up
all of the points for disclosure, a total score was determined for each firm, with a maximum possible score of
131 for disclosure. After that the disclosure scores were converted into percentages by dividing the overall
disclosure score of each corporation by the highest score that was attainable. Calculating the disclosure index
using this methodology has been done in a number of previous studies (Mohamad et al., 2013; Nyahas et al,,
2017).

4.8. Data Analysis Process

Structural Equation Model is used for the data analysis to achieve research objectives. The use of PLS
SEM in accounting is relatively new. The use of PLS-SEM in this study has several justifications. Utilizing
the latent construct measurement is the primary justification for using PLS-SEM. Other factors include the
presence of constructs that can be formatively measured in the model and the complexity of the structural
model, which includes numerous constructs and indicators. Additionally, data was not distributed normally,
which is not supported by Covariance-Based Structural Equation Modelling (CB-SEM).

5. Data Analysis

Collected data were entered into SPSS 20 for statistical analysis prior to PLS-SEM analysis. SMART PLS
3 was used for hypothesis testing. Hypothetical models were evaluated on a hierarchical basis using a two-step
approach (Chin, 1998; Henseler, Ringle, & Sinkovics, 2009). First of all, the measurement model is evaluated
by looking at the reliability and validity of the measurement items. The structural model was then evaluated
using multiple regression techniques.

This study comprises two distinct types of constructs, namely formative constructs and reflective
constructs. Formative constructs are conceptualised as indicators that contribute to the formation of latent
variables, with the directional arrow pointing from the indicators toward the construct. In contrast, reflective
constructs acknowledge the influence of latent variables on observed indicators, whereby the indicators are
reflective of changes in the latent variables, and the direction of the arrow is from the construct to the
indicators.

Presence of formative constructs among the constructs is one justification for employing PLS-SEM in this
investigation.

Figure 1 depicts the structural equation model for determinants of corporate disclosures. There were
three independent variables, i.e., legitimacy, isomorphic influence, and stakeholder power, in the model. There
were two dimensions of legitimacy, i.e., profitability and size of the firm. Return on Assets (ROA) was used to
measure profitability, while total assets were the measure of firm size. Coercive power, mimetic power, and
normative power were the three dimensions of isomorphic influences. Foreign shareholding and government
shareholding were used to measure coercive power. Number of industrial associations, and the number of
awards won were measures of mimetic power. Managing director’'s membership in a professional accounting
body was considered normative power. Ownership concentration was used to measure shareholder power.
Debt ratio and the debt-to-asset ratio were the indicators of debt power. Whether the industry to which the
company belongs is environmentally sensitive or not was considered an industry type, and it is used to
measure the lobby group’s power. Auditor power was measured by testing whether the firm belonged to the
big four audit firms or not. The level of disclosure, which was measured by an index, was the dependent
variable in the model.
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Figure 1. Structural equation model of determinants of corporate disclosures.

The model utilised in this study comprises two layers of constructs, specifically Hierarchical Component
Models (HCM), as the constructs have been operationalized at elevated levels of abstraction. Higher-order
components (HOCs) encapsulate second-order abstractions. Low-order constructs (LOCs) are capable of
capturing sub-dimensions that belong to higher-order domains, such as the first degree. The present study
employs a model that comprises reflective-formative and formative-formative relationships. According to Hair
Jr., Hult, Ringle, and Sarstedt (2016), there are various concerns to contemplate when utilising the repeated
indicator technique for creating formative-formative and reflective-formative models. A two-stage
methodology was employed, integrating the repeated indicator approach with latent scores. In the initial
phase, the repeated indicator approach was employed to acquire the scores of the latent variables of LOCs. The
LOC scores are employed as manifest variablesin the second step of the HOC measurement model.

5.1. Evaluation of Measurement Model — First Order Constructs

Figure 2 presents the first-order constructs in the measurement model. The proposed measurement model
has been evaluated in terms of reliability and validity (Hair Jr. et al., 2016). Following other researchers (Awn
& Azam, 2020; Kartadjumena & Rodgers, 2019), the measurement model was evaluated using the following
criteria: convergent validity (using indicator reliability and Average Variance Extracted (AVE), internal
consistency (using Cronbach's alpha and composite reliability), and discriminant validity (Fornell and Larcker

and Heterotrait-Monotrait ratio (HTMT)). Table 1 presents the statistical results of the evaluation of
reflective constructs.
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To evaluate the convergent validity of reflective constructs, researchers consider the outer loadings of the
indicators and AVE. The rule of thumb is that outer loading should be 0.70 or higher (Hair Jr. et al., 2016).
However, outer loading values greater than 0.4 are acceptable (Churchill, 1979; Hulland, 1999). All variables
had outer loads greater thano0.7.

The AVE is defined as the mean of the squares of the outer loads of the indicator of the construct. It must
be 0.50 or higher to determine convergent validity (Hair Jr. et al., 2016). The results show the AVE of the
debtor power (0.994) indicates measures greater than 0.5, which explains more than half of the variance in the
indicators. For internal consistency to be considered adequate, composite reliability and Cronbach's alpha
coefficients must be 0.70 or higher (Hair Jr. et al,, 2016). The values satisfy the standard criteria recommended
for evaluating measurement models.
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Table 1 Evaluation of reflective constructs.

Latent variable | Measures Loadings | Cronbach’s alpha CR AVE
Debtor power Debt ratio 0.997 0.994 0.997 | 0.994
Debt to asset 0.997

The Fornell-Larcker criterion and HTMT ratio can be used to examine discriminant validity. The results
of the Fornell and Larker criteria are presented in the Table 2.

Table 2. Fornell and Larcker criterion.

Indicator Auditor | CD Debtor | Firm Lobby | Normative | Profitability | Shareholder

power POWCI‘ size group pOWGI‘
power

Auditor 1

power

CD 0.09 1

Debtor -0.148 0.259 0.997

power

Firm size 0.223 0.517 0.316 1

Lobby 0.165 -0.079 | 0.023 0.03 1

group power

Normative 0.088 0.063 0.271 0.127 0.227 1

Profitability 0.201 0.067 0.087 0.087 0.05 -0.081 1

Shareholder 0.073 -0.0562 | -0.044 | -0.175 | -0.088 -0.11 -0.014 1

power

According to Fornell-Larcker criteria, the square root of each construct’s AVE should be greater than its
highest correlation with another construct (Hair Jr. et al., 2016). The Fornell-Larcker statistics in Table 2
show that the diagonal values representing the square root of the AVE are larger than the oft-diagonal
elements in the respective lines, indicating shared correlations among the constructs. Thus, the model satisfies
the heuristic requirements of the Fornell and Larcker model.

The results of the HTMT are presented in Table 3.

Table 3. HTMT.

Indicator Auditor CD Debtor | Firm | Lobby | Normative | Profitability | Shareholder
power power size group power

power

Auditor

power

CD 0.09

Debtor 0.149 0.26

power

Firm size 0.223 0.517 0.317

Lobby 0.165 0.079 0.023 | 0.03

group

power

Normative 0.088 0.063 0.272 | 0.127 0.227

Profitability 0.201 0.067 0.087 | 0.087 0.05 0.081

Shareholder 0.073 0.052 0.044 | 0.175 | 0.088 0.11 0.014

power

HTMT value is also utilized to measure the discriminant validity. According to the HTMT rule, if the
correlation between two constructs is close to 1, there is no discriminant validity between the constructs.
However, a more conservative threshold value of 0.85 is suggested by Hair Jr. et al. (2016). Based on the
findings presented in Table 3, it can be observed that all HTMT values are below the threshold value of 0.85.
This suggests that all measures successfully pass the discriminant validity test.

The evaluation of formative constructs in measurement models involves the assessment of their
multicollinearity with the indicators. The authors employed the Variance Inflation Factor (VIF) to account for
multicollinearity and evaluated the significance of the outer weights to validate the formative constructs. The
VIF value ranges from 1 upward. Typically, a VIF value exceeding 5 is indicative of a substantial degree of
correlation and is cause for concern.
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Table 4. Evaluation of formative constructs.

Latent variable | Measures VIF Weights | T statistic | P value

Coercive Forsh 1.001 0.389 4.66 0.000
Govsh 1.001 0.930 25.66 0.000

Mimetic Awwon 1.102 0.763 16.08 0.000
Inass 1.102 0.454 7.44 0.000

Table 4 presents the statistical results of VIF and significance of outer weights. The findings show that
the outer weights of indicators within the formative construct exhibit statistical significance at a level of 1%.
Furthermore, the VIF values for these weights range from 1 to 1.102, suggesting that the indicators are not
affected by multicollinearity and can be regarded as independent variables.

After evaluating the first-order constructs for reliability and validity, second-order models were built.
Second-order constructs are represented by the factor scores of their associated first-order constructs. Figure
3 depicts the second-order model.

Firm size
271.966
Profitability 4453
LE
11.902
Coercive
—
0.289
Mimetic —55.178-k
4144
—
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Figure 3. Second order model.

5.2. Evaluation of Measurement Model — Second Order Constructs

The relationship between second-order constructs and their indicators is formative. Thereby, VIF value
and the significance of outer weights were selected to validate the model. Table 5 presents the results of the
validation measures for the second-order model. VIF values are notably below the threshold value of 5. This
suggests that the issue of collinearity among the dimensions is not a significant concern for the present study.

According to Hair Jr. et al. (2016), the second measure for evaluating a formative model is the statistical
significance of the outer weights associated with the formative items. Table 5 presents the statistical data
pertaining to the outer weights. It is noteworthy that, with the exception of profitability and shareholder
power, all other dimensions exhibit statistical significance. Consequently, the model eliminated considerations
of profitability and shareholder influence and was developed again.
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Table 5. Validation measures of the second order model.

Construct Dimensions VIF Outer T-value | P value | Significance
weights (P< 0.05)

Leoiti Firm size 1.01 0.99 425.49 0.00 Yes
egitimacy Profitability 1.01 0.01 0.88 038 | No
Coercive 1.02 0.63 8.01 0.00 Yes
Isomorphic influences | Mimetic 1.1 0.74 11.29 0.00 Yes
Normative 1.11 0.31 4.03 0.00 Yes
Auditor power 1.05 0.49 4.9 0.00 Yes
Stakeholder power Debtor power 1.02 0.89 14.4:3 0.00 Yes
Shareholder power 1.02 0.21 1.53 0.13 No
Lobby group power 1.04 0.28 2.38 0.00 Yes

5.8. Amended Measurement Model - Second Order Constructs
Figure 4 presents the amended measurement model after removing propitability and shareholder
influence.

Firm size —0.000

LE

Coercive 12.442
""-.‘_
0.905
Mimetic —55.703-®
4075
-

Normative I1SO

5.717 D

Auditor power —5218

20674
Debtor power
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Figure 4. Amended second order model.

Table 6 presents the results of the validation measures (VIF and significance of outer weights) of the
amended second-order model.

Table 6. Validation measures of the second order model (Amended).

Construct Dimensions VIF Outer weights | T-value P value | Significance
(P< 0.05)

Legitimacy Firm size 1 1 425.49 0.00 Yes
Isomorphi Coercive 1.02 0.63 8.01 0.00 Yes
 Somorphic Mimetic 1.1 0.74 11.49 0.00 Yes
influences -

Normative 1.11 0.31 3.99 0.00 Yes

Auditor power 1.05 0.47 4.7 0.00 Yes
Stakeholder 5P Swer 1.02 0.91 17.38 0.00 | Yes
power

Lobby group power 1.03 0.29 2.43 0.02 Yes

In the amended model, the statistics for the outer weights are statistically significant. Finally, to
summarize, the statistical analysis of the PLS path model indicates that the 09 dimensions, which are
comprised of 12 sub-items as indicators, are appropriate for representing the 03 second-order constructs.
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5.4. Structural Model
After establishing a reliable and validated measurement or outer model, the subsequent step involves
estimating the assumed causal linear relationships among the exogenous and endogenous latent variables.
Figure 5 presents the structural model of the analysis.

0306
0“*—0.237
sp
0212 @
IS

Figure 5. Structural model.

Table 7 presents the results of path analysis.

Table 7. Path coefficient.

Path Coefficient | T statistics P values
IS-> CD 0.212 7.609 0.000
LE -> CD 0.306 11.25 0.000
SP -> CD 0.287 10.068 0.000

Results indicate that isomorphic influence, legitimacy, and stakeholder power have a significant positive
impact on thelevel of corporate disclosures. Results are in line with previous studies on corporate disclosure.
According to the researchers (Nyahas et al.,, 2017; Qu et al.,, 2013), stakeholder power and their expectations
impact disclosure policies of the firm. Stakeholder theory also argues that the expectations of different
stakeholders will impact operating and disclosure policies of the organizations. Isomorphism theory assumes
that organizations in similar environmental conditions adopt the same policies. Confirming the theory, the
results of this study also found that there is a positive impact of isomorphic influences on the level of corporate
disclosures. Findings are in line with the results of other researchers (Nyahas et al., 2017; Persson & Vingren,
2017). According to the proponents of legitimacy theory, businesses actively promote themselves as law-
abiding and ethical in an effort to gain public trust. The research supports the notion and demonstrates that
credibility has a substantial beneficial effect on the number of disclosures made. Prior research conducted by
O’dwyer (2002); O’ Donovan (2002), and Mirza et al. (2017) has similarly demonstrated a positive correlation
between corporate legitimacy and the extent of disclosures.

6. Discussion

This study aimed to examine the factors that influence corporate disclosures. The political economy
theory posits that corporate disclosures are determined by legitimacy, isomorphic influences, and stakeholder
power. The study found that all of these factors have a positive impact on disclosure levels.

Legitimacy theory suggests that organizations disclose information to maintain the perception that they
are conforming to societal norms and expectations (Deegan, 2014). Legitimacy was measured using firm size
and profitability. Large corporations are more susceptible to negative responses due to their high visibility.
Hence, companies aim to mitigate conflicts between management and stakeholders by providing additional
information. The study's results support the assertion that profitable companies convey positive messages to
their stakeholders. This study's results are consistent with those of previous researchers (Mirza et al., 2017;
O’dwyer, 2002; Zhang, 2013).

Depoers and Jerome (2019) suggest that disclosures are linked to all three types of isomorphism. Firms
enhance their voluntary disclosure practices in response to coercive pressure, as noted by Qu et al. (2013).
Normative influences which are arising from particular institutional practices leads to increase the volume of
disclosures. In the Sri Lankan context, CA Sri Lanka has issued accounting standards that listed companies
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must comply with when preparing their financial statements. Meanwhile the Integrated Reporting Council
also has issued an IR framework to provide guidance on annual report preparation.

Mimetic isomorphism states that organizations strive to imitate the institutional practices of other
organizations (Deegan, 2007). The study found a significant positive correlation between isomorphic
influences and the extent of corporate disclosures. Prior studies (Nyahas et al., 2017; Persson & Vingren,
2017) have also established a positive correlation between organizational isomorphism and the extent of
corporate disclosures.

Stakeholder theory primarily focuses on how firms engage with their stakeholders. The managerial aspect
of stakeholder theory suggests that the operating and disclosure policies of an organisation are influenced by
the expectations of various stakeholders (Deegan, 2014). Information disclosure is a key strategy for
companies to effectively manage stakeholders with varying interests. This study examined the power of
shareholders, debtors, auditors, and lobby groups. The study found a positive correlation bet ween stakeholder
power and disclosure levels, supporting stakeholder theory. Consistent findings were reported by other
scholars as well (Nyahas et al,, 2017; Qu etal., 2013).

7. Conclusion

The findings of the study suggests that the disclosure practices of corporations can be elucidated by
considering factors such as legitimacy, stakeholder power, and isomorphic influences. The study enhances
political economy theory by providing insight into the factors that influence the disclosure of corporate
information by companies listed on the CSE. The study's results enhance institutional theory, stakeholder
theory, and legitimacy theory by identifying the factors within each theory and elucidating their impact on
corporations' decisions to disclose information in their annual reports. This study addresses the lack of
empirical research on corporate disclosures in developing countries. This study introduces a novel, structured,
and comprehensive disclosure index that enhances the current understanding of corporate disclosures. This
index was designed to measure corporate disclosures by categorizing the extent of disclosures made in annual
reports into nine categories. The study utilised PLS-SEM to analyse the data, representing a novel approach
in the field of accounting. The application of factor analysis in PLS-SEM has potential benefits for corporate
disclosure theory. It can aid in identifying the underlying correlation patterns among variables and testing
theoretical models by detecting the overall structure of relationships between variables.

Corporate disclosures can serve as a means for managers to legitimise their actions, manage stakeholder
power, and deal with isomorphic pressures. This study's findings highlight particular aspects of disclosure
enhancements that current practitioners should focus on for learning. The disclosure index clarifies reporting
requirements for companies that were previously uncertain about the contents of their annual reports. This
disclosure index analysis establishes a benchmark for future practitioners to follow regarding the practicality
of disclosing corporate information in annual reports.

This study has significant practical implications for non-financial reporting regulations. CA Sri Lanka, the
prominent accounting organisation in Sri Lanka, has initiated the development of regulations for non-financial
reporting by forming a dedicated committee. The committee could utilise the study's results to formulate an
improved non-financial reporting policy.

The study's results necessitate recommendations. Many companies strive to adhere to the Global
Reporting Initiative (GRI) guidelines, which are a voluntary and universal set of guidelines. The applicability
of GRI guidance varies across countries, industries, and companies of different sizes. Regulators ought to
consider adopting a principle-based approach to non-financial information disclosure guidance, as opposed to
relying on rule-based guidelines.

This study is the first to employ PLS-SEM to identify the factors that influence corporate disclosures.
The study's use of political economy theory to analyse differences in corporate disclosures does not negate the
potential explanatory value of other theories, such as agency theory and positive accounting theory. The study
employed content analysis to assess disclosure levels. Content analysis is subjective. The unweighted index
was utilised to quantify the data simultaneously. To enhance comprehension of corporate disclosures, it is
preferable to assess the quality of the disclosures rather than their quantity. This study assessed solely the
data presented in annual reports, which is a primary medium for conveying corporate information and a
significant type of corporate documentation in the literature. Alternative communication methods, such as
press releases, quarterly reports, and websites, provide timely information.

The study's findings and limitations suggest several potential areas for future research. The quality of
disclosures can be evaluated through a weighted index that assigns weights to various aspects of disclosures.
Subsequent research should emphasise the calibre, in addition to the quantity, of the disclosures. Alternative
media can be a faster and more efficient means of conveying information than traditional annual reports in
certain situations. Subsequent studies could encompass these alternative sources along with annual reports.

Apart from political economy theory, researchers may analyse the influence of resource dependency
theory, agency theory, and positive accounting theory. They may also assess the effect of corporate culture and
institutional settings (such as ownership structure and corporate governance) on corporate disclosures using
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the structural equation modelling method, which is a recent trend in accounting research. It has the potential
to make a valuable contribution to the literature on corporate reporting.
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