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Abstract: Annual report readability is substantial for decision makers. Not just relying on quantitative information,

by getting information in the narrative section fley will gain a comprehensive understanding of the company
condition, both financially and non-financially. To date, the study of annual report readability have focused on
documents written in English and conducted in developed countries. In Indonesia, there is increasing interest in
the readability of annual reports among academics. The purpose of this study is to reveal interests, trends, and
gaps in the literature that address the issue of annual report readability in Indonesia. The proposed review
summarizes the current literature and reveals the direction of research that has potential to lead future research
and the developments in the field.

Key Words: Annual Report Readability, Financial Statement Readability, Management Impression, Disclosure
Quality, Narrative Disclosure.
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1. INTRODUCTION:

The annual report is one of the most importanfommunication media between the company and its shareholders.
The annual report is the accountability report of the Board of Directors and the Board of Commissioners in managing
and supervising the issuers or public companies within one book year to the General Meeting of Shareholders (Otoritas
Jasa Keuangan, 2016). The annual report also becomes a means of decision making for stakeholders (Baker & Kare,
1992). Along with the development of the capital market and the increasing need for investors or shareholders for
information disclosure, the Board of Directors and Board of Commissioners are required to improve the quality of
information disclosure through the annual report.

The annual report does not only contain quantitative information, but mostly in the form of qualitative
information. Deloitte (2018) examines the company's annual report included in The Financial Times Stock Exchange or
FTSE (stock index on the London Stock Exchange which represents about 80% of the British stock market) and finds
that most annual reports contain narrative disclosures (61%) and the rest (4@) are financial statements. Other research
suggests that in certain types of company annual reports, an average of 80% of the report section contains textual
narratives and the rest consists of numbers and quantitative data representations (Lo, Ramos, & Rogo, 2017). Although
narrative disclosure is only one form of information disclosure, this narrative is an important complement to traditional
financial reports and visual disclosures (Courtis, 2004). Therefore, the quality of information in the narrative section is
important to assess. one of which is to assess its readability. Readable criteria must be owned by each annual report
issued by the company, so that the information presented has benefits for stakeholders and other shareholders.

Looking at the fact that the narrative section of annual report draws a lot of attention from various parties, there
are many studies that investigate the readability. In addition, study of annual report readability is very fascinating
because this is multidisciplinary stud®) which links economics and linguistics. Unfortunately, previous studies
on the readability of annual reports still focusgfjon documents written in English and generally carried out in developed
countries. Readability studies in Anglophone countries such as United States, Canada, United Kingdom, and Australia
generally grow rapidly. Meanwhile, developments in the study of annual report readability in developing countries have
not been very rapid, including in Indonesia. The study of the readability of annual reports in Indonesia has only emerged
in recent years, in contrast to developed countries that have been concerned about the topic since the 1980s.

By this time, however, no studies have collected research data on annual report readability in Indonesia to
provide a perspective from this country. As Jones (1988) stated, the results of research on the readability of annual
reports cannot be generalized to different contexts due to legal and economic condition differences between countries.
This study aims to describe research data regarding the readability of annual reports published from Indonesia and
provide a summary of the determining factors, so that it can reveal interests, tendencies, gaps in the literature, and
potential research directions in this field.
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2. ANNUAL REPORT READABILITY:
Definition of Readability

Readability has been widely defined by researchers with different focus of emphasis. Dale & Chall (1949) states
that readability is the total amount (including all interactions) of all the elements in a piece of written material that
influences the success of a group of readers in understanding it, reads it at optimum speed, and considers it interesting.
Kamus Besar Bahasa Indonesia (KBBI) defines readability as a condition in which discourse can be read quickly, easily
remembered and understood. Klare (2000) states that the more readable a written material is, the more likely it is to
produce readers' understanding and learning. Thus, we can conclude that readability is a condition in which the reader
easily remembers and understands the intent of the text.

Experts through many studies have compiled important rules regarding writing documentation (Dubay, 2004).
These rules include:
e Use short, simple, and familiar words.
* Avoid jargon.
Use language that is culturally and gender neutral.
Use correct grammar, punctuation, and spelling.
Use simple sentences, active sounds, and present sentences.
Start instructions in imperative mode by starting sentences with active verbs.
Use simple graphic elements such as bulleted lists and numbered steps to create information visually accessible.

Formula of Readability
Here are some formulas that are widely used to measure the readability of an article (Ajina, Laouiti, & Msolli,
2016; Kumar, 2014; Lahtinen & Shipe, 2017; Li, 2008; Moreno & Casasola, 2015; Prasadhita, 2018), namely:

No Name Formula
. o4 ( Words ) 100 (Comp.i'exwords)
1 Gunning Fog Index Ax ||+ x Words
Words Syllabl
2 Flesch Score 206,835 — 1,015 x (L) —846x (M)
Sentences Words
Words Syllables
3 Flesch Grade Level 0,39 x (7) Sx ()7) —15,59
Sentences Words

4 Length of Document

log (N Words)

. characters words
5 Automated Readability Index 471x (7) +05x (7) — 21,43
words sentences
complexwords
6 SMOG Index 1,0430 x (30 x —) +3,1291
sentences
7 Col Liau Ind 589 (c.‘:nmcter@) ) (sentem:w) 153
oleman Liau Index B9 x | — e words .

8  Bog Index

Sentence Bog + Word Bog — Pep

* The higher the readability score, the harder it is to read a text.

Readability of Annual Reports

The readability of the annual report is readability with the object of the annual report of a company . In measuring
the readability of annual reports, researchers do not always use the entire report but sometimes only use certain parts.
The following is a section of the report that is often used as an indicator of the readability of the annual report:
Director’s Report (e.g. EDT, Febrianto, & Rahman, 2018; Moreno & Casasola, 2015)
Management Discussion and Analysis (e.g. Harymawan & Roiston, 2018; Prasadhita, 2018)
Corporate Social and Responsibility Disclosure (e.g. Abu Bakar & Ameer, 2010; Purwantini, 2018)
Management Compensation Disclosure (e.g. Huang, Krishnan, & Lin, 2016)
Notes to Financial Statements (e.g. Li, 2008; Patralalita & Juliarto, 2014)
Whole Annual Report (e.g. Ajinaet al., 2016; Lim, Chalmers, & Hanlon, 2018)

me o o
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3. METHOD:

This research is a literature review conducted with the following steps:
1. Formulate the problem according to the purpose of this literature

Research question review, which is to find out the determinant factors of annual report
\l/ readability in Indonesia.

2. Planning a literature research strategy designed in accordance with

Find published paper the formulated research questions, consisting of identification of

using several keywords search keywords and literature research on literature provider.

Keywords used include: keterbacaan laporan tahunan (readability of

\l/ annual reports), manajemen impresi (impression management),

kualitas pengungkapan (quality of disclosures), narasi laporan

tahunan (annual report narratives), and annual report readability in

\l, Indonesia..

3. Sort out the results of literature research that have been obtained
based on predetermined sorting standards, which are only related to

Sort out published paper

Analyze published paper

\l/ the annual report readability in Indonesia.
4. Analyze the results of literature research that has been sorted before.
Make recommendations 5. Make recommendations and draw conclusions.

and draw conclusions

Fig. 1. Step of Research

4, RESULTS:
Number of Published Papers on Annual Report Readability in Indonesia

Based on the literature research conducted, there were 13 published papers related to the annual report
readability in Indonesia. Distribution of articles from year to year can be seen in fig. 2. below.

10

# of Publications

oL b [=]
2012 2013 2014 2015 2016 2017 2018
Publication Years

Fig. 2. Number of Published Papers on Annual Report Readability in Indonesia Overtime

Source of Published Papers on Annual Report Readability in Indonesia
Published papers originated from several sources. The following fig. 3. shows the source of published paper on
Annual Report Readability in Indonesia.

® Journal
Symposium

Undergraduate Thesis

Fig. 3. Source of Published Papers on Annual Report Readability in Indonesia
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Determinant Factors and Research Results on Annual Report Readability in Indonesia
Determinant factors of annual report readability in Indonesia that have been identified are shown in table 1.

Table 1. Determinant Factors and Research Results on Annual Report Readability in Indonesia
Result to Annual Reports Readability  Frequency — Main /

No Determinant Factors More Less No Studied  Control
Readable  Readable Comelation (Times)  Variabel
1 Accounting Fraud A8 1 M a Sukotjo & Soenarno (2018)
2 Age AP e 2 C b Harymawan&Roiston (2018)
3 Earning Management T e e 5 M ¢ Roiston (2018)
4 Economic Condition 448 2 C d Suripto (2012)
5 Ethics* b | M e Puri(2018)
6 Corporate Governance f  Prasadhita (2018)
a. Audit Committee Characteristics /" 1 C g Suripto (2013)
b. Audit Committee Size Ve 1 M h  Munandar (2018)
¢. Board of Commissioner Chretrstics /¢ 1 C i Hidayatullah & Setyaningrum (2018)
d. Board of Commissioner Size e 1 M j Patralalita & Juliarto (2014)
7 Firm Performance k EDT, Febrianto, Rahman (2018)
a. Loss Ve 1 C *) Faturrahman (2016) &
b. Performance Growth b8 2 c  Purwantini (2018) performed
¢. Performance*® N 1 M descriptive analysis on annual
d. Profit Jf | 2 c report readability
e. Revenue A\ 1 C
f.ROA dsz k 3 M
¢. ROA Variation i 2 C
h. ROE ~k 1 M
i.ROS E 1 M
8 IFRS Adopted i 2 M
9 Industry Classification
a. Sector-Energy At 1 C
b. Sector-Industrial N 1 C
c. Sector-Primary i 1 C
d. Sector-Service Y 1 C
10 Leverage ol 2 C
11 Managerial Ownership e 1 M
12 Size b JJdi 5 C
13 Tax Aggressiveness B 1 M
14 Volatility ! 1 C
Total 45
Average per Study 4

*Experimental Research

5. ANALYSIS:
General Remarks on the Topic

In the context of the presentation of annual reports and financial statements, the issue of readability is very
interesting to discuss. The basic framework for preparing and presenting financial statements requires that the
information contained therein has four qualitative characteristics, which are understandable, relevant, reliable, and
comparable. Understandable characteristic strongly influenced by the readability of the text so that this readability factor
must be met by all companies to meet the standards for presenting annual reports and financial statements.

Similar to many other fields, there is an increasing interest in research about the readability of annual reports in
Indonesia. As shown by Fig. 2., research on annual report readability began to appear since 2012 and significant growth
was only seen in 2018 with a total of 9 studies. Research on the readability of annual reports mostly originated from the
Journal as many as 8 studies (62%), then from undergraduate thesis as many as 3 studies (23%), and at least from the
Symposium as many as 2 studies (15%) as shown in Fig. 3.

Broadly speaking, there are 14 determinant factors of annual report readability that have been investigated by
various researchers, as shown in Table 1. The most studied main determinant factors are firm performance, earnings
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management, [FRS adopted, and corporate governance. Experimental research in this field has only been done once by
Munandar (2018) and two other studies (Fathurrahman, 2016 & Purwantini, 2018) only present a descriptive analysis.

Determinant Factors of Annual Report Readability in Indonesia
The following will explain four main determinant factors which are the most investigated in this field.

a. Firm Performance
The main determinant factor most often examined is firm performance. EDT et al., (2018) examined the effect of
firm performance on the readability of the director’s report section within annual reports, with indicators of ROA,
ROE, and ROS on 250 companies listed on IDX in 2013 to 2017. The result of the study indicated that ROS was
associated negatively toward the Fog index. That was, the higher the ROS value, the more annual the report would
be easier to read. The result supported the research conducted by Munandar, 2018; Prasadhita, 2018; Suripto, 2012,
2013 which showed that other performance indicators also affected the readability of annual reports. The higher the
firm's performance, the easier it was to read the company's annual report. But other indicators such as loss, profit,
ROA variation, revenue, and ROE have no effect on the readability of the annual report.

b. Earnings Management
Roiston (2018) conducted 405 observations from 216 companies listed on the Indonesia Stock Exchange (IDX).
Then the 405 observations were broken down into 203 observations for companies that were aggressive earnings
management and 202 observations for companies that were less aggressive earnings management. He found that
companies that did aggressive earnings management had a lower level of annual report readability. This happened
for two reasons. The first reason, management was afraid to convey a declining company performance that could
reduce their incentives. Secondly, management tried to hide the bad news that was happening to the company because
the company was afraid of losing the trust of its investors. Unlike Prasadhita (2018) study, which found that earnings
management made the MDA part of the annual report more readable. This happened because the earnings
management carried out by 56 consumer goods companies listed on IDX in 2015 and 2016 was mostly carried out
by income decreasing in terms of negative discretionary accruals. The result also proved that earnings management
conducted by the company was not an opportunistic step which was the cause of agency conflict, but a good step
because it affected the readability of the company's annual report, so that it was more easily understood by the user.
Putri (2018) also found that real eamings management did not affect the readability of the annual reports. This was
due to the low practice of real earnings management carried out by managers of manufacturing companies for the
2014-2016 periods.

c. IFRS Adopted
Hidayatullah dan Setyaningrum (2018) conducted research on 52 non-financial companies listed on IDX in the period
2010-2011 and 2013-2014, with 208 observations. The result of the study showed that IFRS adoption made the Fog
index annual report higher, meaning that annual reports were more difficult to read. The implication of the study is
that financial report readers are required to have higher competence in understanding IFRS-based financial
statements. The result supported the research conducted by Patralalita & Juliarto (2014) who found the financial
statement company listed on IDX in 2012 period (after IFRS adoption) was longer than 2010 period (before IFRS
was adopted). Longer annual reports showed that reports were increasingly difficult to read.

d. Corporate governance
Putri (2018) examined the effect of corporate governance, i.e. audit committee size and board of commissioner size
on readability of the MDA section of manufacturing companies listed on IDX in 2014-2016. The results prove that
the two determinant factors cause the company's annual report more readable. Suripto (2012) also found the same
thing; the existence of corporate governance increases the readability of annual reports.

6. RECOMMENDATION:

Based on the analysis that has been done before, there are several recommendations that can be proposed to
develop research in this field, including:

a. Conduct longitudinal research, such as Moreno & Casasola (2015) study which conducted 82 years of research. To
date, most research periods on annual report readability have been carried out in the short term. Only EDT et al.,
2018; Suripto, 2012, 2013 studies conducted research for 5 or 6 years.

b. Use other parts within annual report, such as the director's report section, CSR disclosure, or management
compensation disclosure. Based on the analysis carried out, most research in Indonesia used the MDA section as an
indicator of the readability of the annual reports.

¢. Do acomparison study of readability between parts within annual reports (e.g. Courtis, 1986; Huang et al., 2016) or
readability between paragraphs in an annual report section (Clatworthy & Jones, 2001). Thus, we can find out the
presence of the variability of narrative readability within annual reports.
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d. Do a comparison study of annual report readability between the Indonesian version and the English version (e.g.
Courtis & Hassan, 2002 which compare the Malay, Hongkong, and English versions of annual reports), so that we
can find out the quality of annual report readability of the two language versions, whether equivalent or different.

e. Investigate other determinant factors of annual report readability, such as agency costs, cost of debt, business
strategies, and various other factors.

7. CONCLUSION:

The proposed study aims to find out literature about annual report readability in Indonesia and the determining
factors of it. To the best of our knowledge, this is the first literature review of annual report readability in Indonesia.
Descriptive statistics regarding studies of annual report readability in Indonesia revealed increased interest and
tendencies in the topic. Although more or less there have been 28 determinant factors studied, there is still plenty of
room to further enhance current research. We believe that the proposed study that summarizes the current state of the
literature and reveals the direction of research has the potential to lead future research on annual report readability in
Indonesia.
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Appendix 1

Table 2. Source Details of Published Paper on Annual Report Readability in Indonesia

Source # Researcher (s)

Aliansi Jurnal IAT KAPd Jawa Timur 1 Harymawan & Roiston (2018)
Buletin Ekonomi 1 Prasadhita (2018)
Diponegoro Journal of Accounting 1 Patralalita & Juliarto (2014)
Faculty of Economics and Business Dipone goro University 1 Faturrahman (2016)
Faculty of Economics and Bussiness Airlangga University 1 Roiston (2018)
Faculty of Economics Islamic University of Indonesia 1 Putri (2018)
International Journal of Progressive Sciences and Technologies (IIPSAT) | EDT, Febrianto, Rahman (2018)
Journal of Finance and Economics 1 Sukotjp & Soenarno (2018)
Jurnal Akuntansi dan Keuangan Indone sia 1 Suripto (2013)
Jurnal Krisna: Kumpulan Riset Akuntansi 1 Purwantini (2018)
Jurnal Riset Manajemen dan Bisnis (JRMB) Fakultas Ekonomi Uniat 1 Munandar (2018)
National Accounting Symposium 2 Suripto (2012); Hidayatullah & Setyaningrum (2018)

Available online on - WWW.IJIRMF.COM Page 169




InTernaTIONAL JourNAL FOR INnovaTive REsearcH IN MuLTiDisciPLINARY FIELD

Monthly, Peer-Reviewed, Refereed, Indexed Journal with IC Value: 86.87
Accepted on : 25/06/2019

Received on : 19/06/2019

ISSN: 2455-0620 Volume -5, Issue - 6, June — 2019

Scientific Journal Impact Factor: 6.497

Publication Date: 30/06/2019

Appendix 2

Table 3. Content Details of Published Paper on Annual Report Readability in Indonesia

No  Authors & Year

1 Suripto (2012)

2 Suripto (2013)

3 Patralalita &
Juliarto (2014)

4 Faturrahman
(2016)

5 EDT,Febrianto,
Rahman (2018)

6 Harymawan &
Roiston (2018)
7 Hidayatullah &

Setyaningrum
(2018)

8 Munandar (2018)

9 Prasadhita (2018)

10 Purwantini (2018)
11 Putri (2018)

12 Roiston (2018)

13 Sukotjo &
Soenarno (2018)

Determinant Factors

Audit Committee Cr
BoC Characteristics
Earning Management
Economic Condition
Performance Growth
ROA

ROA Variation

Size

Earning Management
Economic Condition
Performance Growth
ROA

ROA Variation

Size

IFRS Adopted

ROA

ROE

ROS

Age

Size

IFRS Adopted
Leverage
Sector-Energy
Sector-Industrial
Sector-Primary
Sector-Service

Size

Volatility

Ethics #
Performance*
Earning Management
Profit

Revenue

Audit Committee Size
BoC Size

Earning Management
Managerial Ownership
Age

Earning Management
Leverage

Loss

Profit

Size

Accounting Fraud
Tax Aggressiveness

Result on
Readability

More Readable
More Readable
More Readable
More Readable
More Readable
More Readable
No Correlation
No Correlation
More Readable
More Readable
More Readable
More Readable
No Correlation
No Correlation
Less Readable

Less Readable

No Correlation
No Correlation
More Readable
Less Readable
Less Readable
Less Readable
No Correlation
Less Readable
No Correlation
No Correlation
No Correlation
No Correlation
Less Readable
More Readable
More Readable
More Readable
More Readable
Less Readable
Less Readable
More Readable
More Readable
No Correlation
No Correlation
No Correlation
Less Readable
No Correlation
No Correlation
No Correlation
Less Readable
No Correlation
Less Readable

Readability Formula

accounting language
explanation bias and
self-serving
attribution bias by
content analysis

accounting language
explanation bias and
self-serving
attribution bias by
content analysis

Length of document

Flesch Score,
Automated
Readability Index,
Coleman-lu Index,
Gunning Fog Index,
and Smog Index
Gunning Fog Index
Muodific ation

SMOG Index and

Flesch Grade Level
Gunning Fog Index

Flesch Score

Bog Index

SMOG Index
Gunning Fog Index

Gunning Fog Index,
SMOG Index, and
Flesch Grade Level

Gunning Fog Index

Section of
Annual
Report

MDA

MDA

Financial
Statement

MDA

Director's
Report

MDA

Allsection

Manipulation
Scenario
MDA

CSR

MDA

MDA

N/A

Sampel Period

594 Company 2004-2009
listed in Indonesia

Stock Exchange

(IDX)

594 Company 2004-2009

listed in IDX

Non-financial 2010 & 2012
company listed in
IDX
107

Manufacturing

2014

Company Listed in
IDX

250 Nonfinancial
Company Listed in
IDX

Company Listed in 2014-2016
IDX

52 Non-financial  2010-2011 &
Company Listed in 2013-2014
DX

2013-2017

Regular Class -
Student in Kalbis
56 Consumer 2015-2016
Goods Company
Listed m IDX

29 Banking

144
Manufacturing
Company Listed in
IDX

Company Listed in 2014-2016
IDX

2015
2014-2016

Company Listed in 2016
IDX
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