

FINANCIAL ANALYSIS
LESSON 2: CORPORATE DISCLOSURE  
COURSE INSTRUCTOR: Dr CHARITY NJOKA (PhD)

By the end of this lesson, you should be able to:
1.  Analyze source of financial information for financial analysis 
2.  Analyze the components of corporate disclosure 
3.  Evaluate the role of corporate disclosure in market efficiency 

1.0 Introduction
Today, media are not shy at reporting corporate frauds, be they debt concealment, false announcements of good results, and manipulation of all kinds of information, which often coincides with the closure of the firm. These malpractices have been considered as proof of the failure of management and of the dangers of a lack of disclosure. Lack of disclosure is considered as lying at the heart of the firms crisis, which affects many stakeholders; investors, lenders, customers etc. Information asymmetry between the firm or the bank and third parties, whether these are investors, creditors, employees or the public authorities, who are majorly considered as one of the main culprits of financial and economic crises makes the case for corporate disclosures imperative. Corporate disclosures, whether voluntary or mandatory, would have the virtue of reducing information asymmetries and of allowing effective control of  the firm The main reason for focusing  on disclosure for listed companies first is  because these companies are the more acutely concerned, and, secondly, because the new legislations are mostly intended  for them.
2.0 Source of Information for Financial Analysis 
i) Annual reports and audited financial statements
ii) Management accounts 
iii) Government statistics 
iv) Economic surveys 
v) Stock/Securities market (Capital Market Authority) resource centers 


 I)Annual Reports and Audited Financial Statements 
An annual report is a complete report on a company's activities throughout the preceding year. Annual reports are intended to give shareholders and other interested people information about the company's activities and financial performance. Most jurisdictions require companies to prepare and disclose annual reports, and many require the annual report to be filed at the company's registry. 
Contents of the Annual Report 
1. General corporate information 
2. Operating and financial review 
3. Director's Report 
4. Corporate governance information 
5. Chairpersons statement 
6. Auditor's report 
7. Audited Financial statements, comprising of 
a. Statement of Financial Position -
b. Income statement.
c. Statement of changes in equity 
d. Cash flow statement 
e. Notes to the financial statements 
8.  Accounting policies 
9. Other features
 
3.0 Corporate Financial Disclosures 
What is corporate financial disclosure? 
Corporate Financial disclosure can be defined as the act of making a company's financial information available to stakeholders like investors, banks, etc 
Corporate disclosure can also be defined as the communication of information by people inside the public firms towards people outside. 
A financial disclosure statement is a document giving financial details about a person or a company to the government, investors, banks and other stakeholders. 
3.1 Purpose of Corporate Disclosure 
· The main aim of corporate disclosure is “to communicate a firm performance and governance to outside investors” 
· This communication is not only called for by shareholders and investors to analyze the relevance of their investments, but also by the other stakeholders, particularly for information about corporate social and environmental policies. 
3.2 Types of Corporate Disclosure 
i) Financial-involves financial reporting or communicating financial information to stakeholders. 
ii) Non-financial-communication nonfinancial information like general strategy, objective, market share etc. information relating to the company’s social and environmental responsibility and company’s corporate governance as well as information relating to the firm’s operating methods or to managers’ health  
 3.3 Areas of Corporate Disclosure 
i) Financial Transparency-Financial statements & additional notes 
ii) Board and Management Structure &Process 
iii) Ownership Structure and Exercise of Control Rights 
iv) Corporate Responsibility and Compliance 
v) Auditing. 

3.4 Ways/Modes of Corporate Disclosures 
i) Financial reports-annual, quarterly, printed –in Annual General Meetings OR published 
ii) Press conference 
iii) Websites and others 

3.5 Objectives of Corporate financial disclosure 
This addresses the question as to why corporate financial disclosure is necessary. 
i) Complying with company’s Act and international financial reporting standards-IFRS/IAS etc 
ii) Promotion of Corporate Governance/agency relationship 
iii) Promotion of Shareholder Voting/empower shareholders with information for rational decision making. 
iv) Promotion of Management Monitoring 
v) Informing the General Public, investors, and other stakeholders 
vi) And others

3.6  Stakeholders/Users of Financial Information and Their needs 
i) Shareholders 
They would like to have information on the financial performance, financial position and changes in financial position.  This information will enable them to assess how the managers of the business are performing whether the business is profitable or not
ii) Debt holders and Lenders eg banks 
They have provided loans and others sources of capital to the business. Such lenders include banks and other financial institutions. They would like to have information on the financial performance and position of the business to assess whether the business is profitable enough to pay the interest on loans and whether it has enough resources to pay back the principal amount when it is due.
iii) Insurance companies
The risk profile of the firm determines that insurance premium hence the interests of insurers in the firms state of affairs 
iv) The general public-potential investors, customers 
Institutions and other welfare associations and groups represent the public. They are interested with the financial performance of the firm. This information will be important for them to assess how socially responsible is the firm. This responsibility is in form the employment opportunities the firm offers, charitable activities and the effect of firm’s activities on the environment.
v) Management 
The managers are involved in the day-to-day activities of the business. They would like to have information on the financial position, performance and changes in financial position so as to determine whether the business is operating as per the plans. In case the plan is not achieved then the managers come up with appropriate measures (controls) to ensure that the set plans are met.
vi)  Government and  regulatory bodies 
The Government is interested in the financial performance of the business to be able to assess the tax to be collected in the case there are any profits made by the business.The other government agencies are interested with the financial position and performance of the business to be able to come with National Statistics. This statistics measure the average performance of the economy.	
vii) Employees and Unions
They work for the business/entity. They would like to have information on the financial position and performance so as to make decisions on their terms of employment. This information would be important as they can use it to negotiate for better terms including salaries, training and other benefits. They can also use it to assess whether the firm is financially sound and therefore their jobs are secure.
viii) Investment /Financial analysts 
Financial analyst and advisors interpret the financial information. Examples include stockbrokers who advise investors on shares to buy in the stock market and other professional consultants like accountants. They are interested with the financial position and performance of the firm so that they can advise their clients on how much is the value their investment i.e. whether it is profitable or not and what is the value. Others advisors would include the press who will then pass the information to other relevant users.
ix) Competitors – assess the status of their competitors in the industry with a view to laying strategies of dealing with competition

3.7 The benefits of disclosure 
i)  Shareholder value creation- Most of the studies show that the increase in disclosure creates value for shareholders. This is true whatever the way disclosure is enhanced. Disclosure also creates shareholder value by allowing a firm to reduce the cost of its capital.
ii) Improvement in information held by third parties -The first mechanism relates to the information held by third parties, whether it is favorable or not. The more transparent a firm is, the more actors in the market get information that is specific to the share.
iii) Investors’ behavior and increased share liquidity -The fall in the cost of capital is also explained by a second mechanism, namely increased share liquidity. Informed trading produces a strong variation in the share price whereas, if information is diffuse, the price variations should be smoothed out, and the market will be more liquid. 
iv) Change in managerial behavior; better governance and a fall in agency costs -A third mechanism comes through improvements in corporate governance. . Decisions taken by managers are more in line with shareholders’ interests. Investors are attracted, and the liquidity of the share increases. Finally, the cost of capital falls. All in all, then, an improvement of disclosure seems to create value for shareholders.
4.0 Qualitative Characteristic of Corporate Financial Reports 
These characteristics make the information disclosed useful. This relates to choosing an acceptable method, amount and  types of information to be disclosed and the format 
1. Relevance 
To be relevant accounting information must be capable of making a difference in a decision.  Relevant information helps users make predictions about the ultimate outcome of past, present and future events, that is it has predictive value. For example, information concerning past dividends declared by a corporation enables investors to predict the prospects of dividends in future years. Relevant information also helps users confirm or correct a prior expectation, that is, it has feedback value. For example, information on net income for the first three-quarters of a fiscal year enables investors to evaluate a prior estimate of net income for the entire fiscal year. Accounting information generally is not relevant unless it is timely, that is, unless it is available to decisions makers before it becomes too dated to influence the decision thus timeliness is a primary ingredient
2. Reliability 
Information is useful when it is free from material error and bias and can be depended upon by users to represent faithfully that which it purports to represent or could reasonably be expected to represent.  To be reliable then the information should: - Be represented faithfully,
a) Be accounted for and presented in accordance with their substance and economic reality and not merely their legal form,
b) Be neutral i.e. free from bias,
c) Include some degree of caution especially where uncertainties surround some events and transactions (prudence),
d) Be complete i.e. must be within the bounds of materiality and cost.  An omission can cause information to be false.
3. Understandability (Easy to understand) 
An essential quality of the information provided in the financial statements is that it is readily understandable by users.  For these reason users are assumed to have a reasonable knowledge of business and economic activities and accounting.
4. Credibility 
To verify means to prove something to be true by examination of evidence of underlying facts. In most cases, actual costs provide the most reliable data capable of being independently verified. Supporting documents showing the details of completed “arm’s-length” transactions provide clear evidence that may be verified. Verifiability is clearly demonstrated when independent parties using the same measurement methods obtain similar results.
 
 However, financial statements are not completely factual; estimates on such matters as the economic life of plant assets, the net realizable vale of inventories, and the collectibility of accounts receivable are inherent in the accounting process.  The reliability quality calls for accountants to adhere as closely as possible to objectively verifiable evidence.
5. Comparability 
Users must be able to compare the financial statements of an enterprise through time in order to identify trends in its financial position and performance.  Users must also be able to compare the financial statements of different accounting policies, changes in the various policies and the effect of these changes in the accounts. Compliance with accounting standards also helps achieve this comparability.
6. Objective (neutrality) 
An accountant must show objectivity in his work.  This means he should try to strip his answers of any personal opinion or prejudice and should be as precise and as detailed as the situation warrants.  The result of this should be that any number of accountants will give the same answer independently of each other. Objectivity means that accountants must be free from bias.  They must adopt a neutral stance when analysing accounting data. In practice objectivity is difficult.  Two accountants faced with the same accounting data may come to different conclusions as to the correct treatment.  It was to combat subjectivity that accounting standards were developed.
5.0 Types of Corporate financial disclosure 
There are 2 main types: 
i) Voluntary disclosure
This is express mandatory disclosure of information to be presented in the financial statements 

ii)  Mandatory disclosure 
Voluntary disclosure conveys information provided voluntarily by companies outside the mandatory disclosure. Voluntary disclosure is a disclosure of information beyond the minimum requirements of the applicable capital market regulations. The company has the discretion to make voluntary disclosures in the annual report that gave rise to the diversity or variation of inter-company voluntary disclosure. Companies that make voluntary disclosures freely choose to provide other accounting information deemed relevant in supporting decision-making by users of annual reports
6.0 Analysis in an Efficient Market Market Efficiency
The efficient market hypothesis, or EMH for short, deals with the reaction of market prices to financial and other information. There are three common forms of EMH.The weak form EMH asserts that prices reflect fully the information contained in historical price movements. The semistrong form EMH asserts that prices reflect fully all publicly available information. The strong form EMH asserts that prices reflect all information including inside information. There is considerable research on EMH. Early evidence so strongly supported both weak and semistrong form EMH that efficiency of capital markets became a generally accepted hypothesis. More recent research, however, questions the generality of EMH. A number of stock price anomalies have been uncovered suggesting investors can earn excess returns using simple trading strategies. Nevertheless, as a first approximation, current stock price is a reasonable estimate of company value.
6.1 Market Efficiency Implications for Analysis 
Efficient Market Hypothesis  assumes the existence of competent and well-informed analysts using tools of analysis like those described in ( EMH) his book. It also assumes analysts are continually evaluating and acting on the stream of information entering the marketplace. Extreme proponents of EMH claim that if all information is instantly reflected in prices, attempts to reap consistent rewards through financial statement analysis are futile. This extreme position presents a paradox. On one hand, financial statement analysts are assumed capable of keeping markets efficient, yet these same analysts are assumed as unable to earn excess returns from their efforts. Moreover, if analysts presume their efforts in this regard are futile, the efficiency of the market ceases. 
Several factors might explain this apparent paradox. Foremost among them is that EMH is built on aggregate, rather than individual, investor behavior. Focusing on aggregate behavior highlights average performance and ignores or masks individual performance based on ability, determination, and ingenuity, as well as superior individual timing in acting on information. Most believe that relevant information travels fast, encouraged by the magnitude of the financial stakes. Most also believe markets are rapid processors of information. Indeed, we contend the speed and efficiency of the market are evidence of analysts at work, motivated by personal rewards. 
EMH’s alleged implication regarding the futility of financial statement analysis fails to recognize an essential difference between information and its proper interpretation. That is, even if all information available at a given point in time is incorporated in price, this price does not necessarily reflect value. A security can be under- or overvalued, depending on the extent of an incorrect interpretation or faulty evaluation of available information by the aggregate market. 
Market efficiency depends not only on availability of information but also on its correct interpretation. Financial statement analysis is complex and demanding. The spectrum of financial statement users varies from an institutional analyst who concentrates on but a few companies in one industry to an unsophisticated chaser of rumors. All act on information, but surely not with the same insight and competence. A competent analysis of information entering the marketplace requires a sound analytical knowledge base 
7.0 The triple bottom line (TBL) Reporting Framework 
The accounting framework of the triple bottom line was first coined by business writer John Elkington in 1994. When a business operates, it has to take into account its expenses and impact on people and the planet. The triple bottom line theory expands the traditional accounting framework to include two other performance areas: the social and environmental impacts of their company. The bottom line has always been a reference to financial statements ending with a company’s profit or losses. The triple bottom line definition brings people and the planet into the equation. Thus the  three bottom lines are often referred to as the three P’s: people, planet, and profit.
i)People 
“People” considers employees, the labor involved in a corporation’s work, and the wider community where a corporation does business. Another way to look at “people” is, how much does a company benefit society? A triple bottom line company pays fair wages and takes steps to ensure humane working conditions at supplier factories. Triple bottom line companies make an effort to “give back” to the community. 
ii) Planet 
Public opinion has dictated that enterprises that harm the environment should also bear the cost, and you can bet businesses are taking notice. The “planet” piece of the triple bottom line indicates that an organization tries to reduce its ecological footprint as much as possible. These efforts can include reducing waste, investing in renewable energy, managing natural resources more efficiently, and improving logistics. 
iii)Profit 
While every business pursues financial profitability, triple bottom line businesses see it as one part of a business plan. Sustainable organizations also recognize that “profit” is not  diametrically opposed to “people” or “planet.”
8.0 Summary
More disclosure is almost always welcomed by investors, but there are good arguments for avoiding excessive disclosure: reporting can be costly and not all information is useful information. Regulators should focus on a core set of mandatory disclosure items. Companies do not always comply with mandatory disclosure rules. In most countries direct enforcement by government of disclosure rules is impractical: there are too many individual disclosure points to check. Policy makers should consider focusing on a smaller set of leading enterprises, or conducting random reviews. Periodic checks, combined with moderate fines, could send a signal that regulators take disclosure seriously. Regulators cannot do everything; investors must play an active role as market participants and communicate with investee companies about disclosure gaps. Policy makers should promote responsible investment and active ownership by investors. Investors should be encouraged to engage in dialogue with companies to ensure they meet regulatory requirements and voluntary best practices.
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