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This paper describes the issues of financial reporting and corporate communication in connection 
with corporate governance. The analysis is based on the studies conducted in the Anglo-American 
and the European academic literature both from a normative and a positive perspective. It is dis-
cussed why accounting standards are not able by themselves to avoid corporate “miscommunica-
tion”, and how a good corporate governance system is a sine qua non to improve the quality of cor-
porate communication and financial reporting. The analysis also shows how the effectiveness of the 
systems of financial reporting and corporate governance seems to be highly correlated. 
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1. Introduction 
 

The aim of this paper is to describe and analyse the issues of financial reporting and corporate com-
munication in connection with corporate governance. The analysis will be focused on the issues that 
arise at corporate level. 

The type of company that will be taken into consideration is the corporation, which is charac-
terised by the separation between ownership and control (Berle, Means, 1932) and, taking a wider 
approach, between management and stakeholding (John, Senbet, 1998). Its ownership structure is 
not necessarily widespread, but may present some degree of concentration (E.C.G.N., 1997; La Porta 
et al., 1999). Its control structure may be characterised by the dominant presence of various stake-
holders, who act as controlling agents, such as top management (e.g. Berle, Means, 1932; Marris, 
Mueller, 1980; Roe, 1994a), large institutional investors (e.g. Mallin, 1995; Useem, 1996), block-
holders (e.g. Onida, 1968; Zanda, 1974, Melis, 2000) and large creditors (e.g. Roe, 1994b). 

Firstly, it will be given a theoretical framework which describes the relationship between the 
financial reporting system and the system of corporate governance. 

Secondly, it will be discussed how an effective financial reporting system that is able to pro-
duce a good quality of information may have a positive influence on the soundness of the system of 
corporate governance. 

Then, it will be analysed how a sound system of corporate governance may improve the qual-
ity of the financial reporting system as well as the quality of corporate communication to the strate-
gic stakeholders (i.e. the stakeholders that are fundamental to the corporate process of value crea-
tion). This will show how the two systems are characterised by a relationship of interdependence. 

                                                 
* A previous version of the paper was presented at the Financial Reporting and Business Communication Re-
search Unit Fifth Annual Conference, Cardiff Business School, UK, 5th –6th July, 2001. The author would like 
to thank all the participants for the seminar for their comments as well as express gratitude to Chris Mallin for 
her useful comments on a previous version of the paper. The normal caveats on the author’s responsibility ap-
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2. Financial reporting and corporate governance: a theoretical framework 
 

Before discussing the relationship existing between the systems of financial reporting and corporate 
governance, it is necessary to give a definition of both terms. 

The term “financial reporting” incorporates not only financial statements, but also includes 
other means of communicating financial and non-financial information, e.g. management forecast, 
stock exchange documents, etc. (SFAC N.1, 1978). 

Regarding the concept of “corporate governance” there is the problem of its definition due to 
the lack of consistent usage of the term (Keasey et al., 1997; Tricker, 2000). 

For the purposes of this paper “corporate governance” is defined as the system which deals 
with the wielding of power over corporate entities (Tricker, 1998), outlining the structures and proc-
esses associated with strategic decision-making and control within a corporation (Melis, 2002). 

Whereas the financial reporting system is rather formal and institutionalized, the corporate 
governance system is relatively abstract and undefined. It is believed that the effectiveness of the 
systems of financial reporting and corporate governance is positively correlated. 

On the one hand, financial reporting constitutes an important element of the corporate govern-
ance system. In fact, some failures of corporate governance may be reduced by an adequate financial 
reporting system. On the other hand, some problems of the financial reporting system find their ori-
gin in deficiencies of the system of corporate governance (Whittington, 1993). 

The key issue in understanding how their relationship is shaped is to analyse their theoretical 
roots. Disclosure may be considered the foundation of any system of corporate governance (Cad-
bury, 1999; Mallin, 2002). A system of corporate governance needs a good level of disclosure and 
an adequate information to eliminate (or at least reduce) information asymmetries between all parties 
in order to balance the powers of the corporate stakeholders, making corporate insiders accountable 
for their actions. 

Disclosure is also one of the fundamental goals of the financial reporting system. 
Since Amaduzzi (1949), it has been argued that financial statements (and the whole financial 

reporting system) are to be considered the result of a conflict of interests and balance of power be-
tween different stakeholders. The information disclosed by the financial statements describes what 
the corporate insiders want to be disclosed about the corporation’s activities and performance. 

 
 
                                                    Balance of powers 

 
 
 
 

                                                               Disclosure 
 
 

 
 

Figure 1. The essence of the relationship between the two systems at corporate level 
 
If corporate insiders are unaccountable, or accountable only to some powerful stakeholders 

(e.g. a large creditor or a blockholder), they will have the incentive to disclose only the information 
that is functional to those specific interests. If they are accountable only to some powerful stake-
holders, they will draw up the financial statements according to the interests of the powerful stake-
holder they are accountable to. It may therefore be argued that the financial reporting system needs 
an adequate balance of the corporate stakeholders’ powers to be able to give a true and fair view of 
the corporation to all strategic stakeholders. It also seems correct to argue that each system is influ-
enced positively by the other one. The output produced by one system constitutes the input needed 
by the other and vice versa. Both of them pursue the accountability of the most powerful stake-
holders towards the other legitimate stakeholders. 
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Figure 1 shows the essence of the relationship between the two systems at corporate level, ex-
cluding, in accord to the purpose of the paper, the larger framework constituted by the laws produced 
at national and international levels. 
 
3. How a good financial reporting system may improve the effectiveness of the system of cor-
porate governance 

 
The system of financial reporting may play a key role improving the soundness of the corporate 
governance system. One of the key functions of the financial reporting system is to limit top 
management’s discretion, constraining top management to act in the shareholders’ interest (Jensen, 
Meckling, 1976; Watts, Zimmerman, 1978), or, in a wider perspective, in the interest of all the 
strategic corporate stakeholders (Melis, 2002). 

Making corporate insiders accountable is clearly also a key goal of any corporate governance 
system. The use of generally accepted accounting principles serves the need of a better quality of the 
information given by the financial statements and a consequent more effective accountability of the 
controlling agents (Pizzo, 2000). 

The institution of more and more detailed accounting principles and procedures limits the con-
trolling agent’s discretion in the drawing up of the financial statements (Melis G., 1995). 

This may have a positive influence on the corporate governance system, since by controlling 
and manipulating the quality of corporate information disclosed in the financial statements, the 
dominant stakeholder (i.e. the one that effectively controls the corporation) would be able to influ-
ence the uncertainty attached to the estimates that shareholders (and, in general, all the strategic 
stakeholders) make of any given variable (Forker, 1992). By doing so, the dominant stakeholder 
would make monitoring procedures less effective, thus he/she would become less accountable to the 
other strategic stakeholders. 

The corporate governance system is affected by the degree of information asymmetries exist-
ing between the corporate stakeholders. 

In a corporation, whose structure tends to be highly complex, the financial reporting system 
represents the main means to give an adequate information about the economic and financial corpo-
rate situation so that it should be able to reduce the information asymmetries between the parties. 

By producing the financial accounting information which is necessary to satisfy the informa-
tional needs of the corporate stakeholders, a sound system of financial reporting facilitates the moni-
toring of the top management’s performance (and, in general, the controlling agents’ performance) 
by the other strategic stakeholders who are not directly involved in the corporate management (Whit-
tington, 1993, Cadbury, 1999). 

This is indeed one of the key functions of the financial reporting system (e.g. Accounting 
Standards Board, 1995), although an effective financial reporting system is only a necessary but not 
sufficient condition for a good corporate governance system. 

An effective financial reporting system is not sufficient to solve all the corporate governance 
problems, since corporate stakeholders may be unable (or may not have the incentive) to process the 
information given or even the “informed” stakeholder may not be able to exercise its monitoring be-
cause of high related costs (Whittington, 1993). 

The quality of the corporate communication reduces the information asymmetry between 
shareholders (and potential investors) and dominant corporate insiders. Shareholders (including the 
potential ones) gain a better knowledge of the corporation, see the degree of risk of their investment 
in the corporation decrease and, consequently, ask for a lower “premium”, i.e. a lower remuneration 
rate for their invested capital, so that the capital becomes “less expensive” for the corporation (Boto-
san, 1997). Similarly to the idea emphasised above for the shareholders and potential investors, a 
good quality of the corporate communication is that it may reduce the information asymmetry also 
between creditors and dominant corporate insiders. Empirical evidence (see Sengupta, 1998) shows 
that corporations with high disclosure quality ratings from financial analysts face a lower interest 
cost of issuing debt, and vice versa. 

An improvement in the disclosure quality seems to have a positive influence on the reduction 
of the cost of finance for the corporation, since it decreases the risks faced by the finance providers. 
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By reducing the cost of finance (both from shareholders and creditors), the quality of the fi-
nancial reporting system addresses an important function of the corporate governance system, i.e. to 
constitute a corporate competitive advantage in the capital markets. 

For all the above mentioned reasons, it seems correct to argue that a sound system of financial 
reporting, which produces a good quality of corporate communication by giving a true and fair view 
of the corporation, may have a positive influence on the effectiveness of the corporate governance 
system. However, the corporate governance system and the system of financial reporting are not 
characterised by a one way relationship. Not only does the financial reporting system may improve 
the corporate governance system, but it may also argued that the corporate governance system may 
have a positive influence on the quality of the corporate communication and the overall effectiveness 
of the financial reporting system. 

 
4. How the system of corporate governance may improve the quality of financial reporting and 
corporate communication 

 
The system of corporate governance may play a key role in the improvement of the quality of the 
financial reporting system and corporate communication. 

Firstly, an effective corporate governance system is able to identify which are the strategic 
stakeholders to whom the financial reporting system should address the flow of information about 
the corporate activities. These stakeholders may be either corporate insiders or outsiders and have 
different information needs, according to the different role they have inside or outside the corpora-
tion (Coda, 1970; Terzani, 1995). For example, a shareholder may be interested in the ability of the 
corporation to remunerate his/her shares (via dividends or capital gains in the stock exchange mar-
ket), while a creditor may want to be assured that capital is maintained intact so that the corporation 
will able to pay back its debts. An employee may have an interest to understand whether the corpo-
ration will be able to keep his/her job position or not. Despite the fact that in the long term all the 
different interests may converge in the overriding goal of value creation and corporation’s survival 
(Dezzani, 1981), in a shorter period different stakeholders may have different interests and informa-
tional needs. By identifying their needs, the corporate governance system makes the role of the fi-
nancial reporting system more effective, improving the quality of corporate communication towards 
all the strategic stakeholders. 

Secondly, an aspect of corporate governance which has given rise to great concern is the 
dominant personality phenomenon (Forker, 1992). 

The presence of a dominant stakeholder (top management, blockholder, large creditor, etc.) 
may influence negatively the quality of corporate communication, by making the financial reporting 
system pursuing his/her own interests, rather than pursuing the overriding “true and fair view” objec-
tive. If unaccountable, the dominant stakeholder has an incentive to have an opportunistic behaviour. 
He/she is likely to select accounting procedures to maximise his/her own utility (Gordon, 1964), 
manipulating the information in the financial statements to pursue that goal. 

In fact, the presence of a dominant stakeholder was found to be associated with poor disclo-
sure (Forker, 1992) and an overall inadequate quality of corporate communication (Fiori, 1999). 
From a normative perspective, the presence of a dominant stakeholder should not have a significant 
influence on the quality of corporate communication, since the information flow should not be ma-
nipulated by the stakeholder who controls the corporation (Dezzani, 1981). 

In this perspective the financial statements are considered an “information medium”, which 
should meet the principles of “neutrality”, i.e. the information should not be functional to any par-
ticular stakeholder’s interest, and “disclosure”, i.e. the conflict of interest should not be solved in the 
drawing up of the financial statements, but, in a second phase, during the process of value distribu-
tion (Dezzani, 1981). 

Although from a normative perspective financial statements should give a true and fair view 
of the corporation’s activities, there is evidence of manipulation of corporate communication when 
powerful insiders are not made accountable to the other strategic stakeholders, i.e. when the system 
of corporate governance is not working properly. From a positive perspective, the financial state-
ments are considered as a “behavioural instrument”, i.e. as a medium to pursue the interests of the 
dominant stakeholder (Viganò, 1973; Dezzani, 1981). 
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Although the existence of generally accepted accounting principles that pursue the principle of 
“true and fair view”, it is argued that the practice of using the financial statements (and the financial 
reporting system as a whole) as a “behavioural instrument” seems far to be avoided (Melis, 2003). 
The cases of Enron, Maxwell, Vivendi, WorldCom, etc., are excellent examples of the above-
mentioned practice. The presence of an unaccountable powerful stakeholder can limit the quality of 
corporate communication, since he/she has the incentive (and the power) to choose the valuation 
criteria, within the ones allowed by the generally accepted accounting principles, which better ad-
dress his/her own interests. So that financial statements do not offer a true and fair view of the cor-
poration as an on going concern, but give an image of the corporation which is highly functional to 
the dominant stakeholder’s interests, whomever he/she may be (top management, large creditor, 
blockholder, etc.). In fact, empirical evidence (see Oricchio, 1997 for a review) shows that the sys-
tem of financial reporting may be structured in such a way to pursue the interests of the stakeholder 
that controls the corporation, at the expense of the interests of the weaker stakeholders, who are not 
able to have a true and fair view of the corporation they have a stake in. 

Not only do dominant stakeholders exercise their power to influence the accounting standards-
setting process at national and international level (Zeff, 1978), but also use the discretion allowed by 
generally accepted accounting principles to influence the information given by the corporate finan-
cial statements according to their interests.  

The institution of the generally accepted accounting principles has not eliminated one basic 
limit of the financial reporting system, i.e. the possibility of different accounting treatments being 
applied to essentially the same facts. There is still room for flexibility (and consequent subjectivity) 
when differences of opinion (which may or may not derive from divergence of interests) about, for 
example, depreciation can lead to significant variations in reported profits. Another example are the 
differences which may derive from the adoption of First In First Out or Last In First Out in a stock 
inventory valuation, with the consequence that different results can be reported, each formally com-
plying with the overriding requirement to show a true and fair view. 

By their own nature, accounting principles standards provide a framework which allows a cer-
tain degree of flexibility. In fact, this flexibility may make generally accepted accounting principles 
less effective in limiting the controlling agent’s discretion, and may give birth to the so called “crea-
tive accounting” (Naser, 1993). Besides, it may be argued that the institution of more detailed less 
flexible generally accepted accounting principles cannot eliminate this discretion, because the valua-
tion process of corporate activities is intrinsically subjective (Melis G., 1995). 

This is essentially due to the contradiction between the periodicity principle and the going 
concern principle. Although the former requires a break of flow into comparable time segments, the 
latter assumes the operations as a continuous flow. 

It is then fundamental the spirit that characterises the choice between different alternatives. 
When the exercise of these choices is not made to pursue the spirit of the “true and fair view” 

principle, financial statements give a corporate image which is functional to the interest of the most 
powerful stakeholder. This is likely to happen at the expense of the weaker stakeholders. 

For this reason, the Cadbury Report (1992) recommends the board of directors to pay a great 
attention to this issue, aiming for the highest level of disclosure. It is a corporate board’s duty to as-
sure that the financial statements meet the spirit, not only the letter, of the true and fair view princi-
ple. By making corporate insiders accountable, a sound system of corporate governance may reduce 
the risk of the presence of the dominant phenomenon. 

An effective system of accountability, which is a key subset of the corporate governance sys-
tem (Keasey, Wright, 1993; Coda, 1997), should be able to reduce the potential abuses of power by 
the controlling agents (whose role may vary from corporation to corporation) against the other stra-
tegic stakeholders, by making them accountable for their actions and effectively monitored. 

The quality of corporate communication towards its strategic stakeholders may also be im-
proved by a more effective external auditing process. 

The corporate governance system may also contribute to the improvement of the external au-
diting process, due to the role of the Audit Committee, which liaises with external auditors. 

The fact that a corporation is characterised by a sound system of corporate governance seems 
to give a relevant incentive to the auditing firm to do a job that is good not only from a formal point 
of view, but also effectively improves the internal control system of the corporation (Coda, 1997). 
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External auditors tend to be more closely associated with auditees (top management) than with ex-
ternal reportees (other corporate stakeholders). If the corporate governance system does not work 
properly, external auditors’ closer association with auditees may result in the incentive to accept the 
corporate insiders’ view of events rather than having an independent view of those events, thus re-
ducing the value of financial reports to reportees (Staubus, 1992). 

 
5. Concluding remarks 

 
This paper has analysed and discussed the relationship existing between the financial reporting sys-
tem, corporate communication, and corporate governance. 

Although it is at most only suggestive in helping to highlight some issues, which are worthy 
topics and surely deserve further research, some conclusions can be drawn at this stage. 

Policy makers should be aware that the framework of generally accepted accounting princi-
ples cannot guarantee by itself the quality of corporate communication and the pursuing of the “true 
and fair view” principle. A sound system of corporate governance seems necessary to achieve the 
purpose of the “true and fair view” given by the financial statements, and to improve the overall 
quality of the financial reporting system. However, it should also be taken into consideration that the 
quality of information produced by the financial reporting system is fundamental for a corporate 
governance system to be effective. The power of the most powerful corporate stakeholder can only 
be balanced if the other strategic stakeholders have the information they need to exercise their influ-
ence and hold the former accountable. Therefore, it seems correct to argue that the effectiveness of 
the systems of financial reporting and corporate governance is highly correlated, with any improve-
ment in either system having a positive influence on the other, and vice versa. 
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