IMPACT: International Journal of Research in Applied,
Natural and Social Sciences (IMPACT: IJRANSS)
ISSN(E): 2321-8851; ISSN(P): 2347-4580

Vol. 3, Issue 8, Aug 2015, 49-56

© Impact Journals

CORPORATE DISCLOSURE IN THE FINANCIAL REPORTS OF AN

EMERGING COUNTRY: THE CASE OF KAZAKHSTAN

AlIZHAN BAIMUKHAMEDOVA
KIMEP University Almaty, Kazakhstan

ABSTRACT

This study sets out to examine empirically the aeieants of corporate disclosure in the annual rspof 37
listed firms of Kazakhstan Stock Exchange (KASEXimzakhstan forming approximately of the total &sgand most
liquid firms incorporated on KASE. It also repoti® results of the association between companyifgpebaracteristics
and disclosure of the sample companies. A discboshecklist consisting of 79 items of informatiendeveloped and

statistical analysis is performed using multiplgresssion analysis.

Through content analysis of annual reports, wetitied the level of information disclosure in Kazakisted
companies. According to the results, corporatelassce level is not high among Kazakh companiesectiy; the
majority of the disclosures are quantitative; arfalevall firms spread good news, no one disclobesktad ones. The
findings indicate that firm size, beta, and leverage significant and other variable book to markadtie of equity is

insignificant in explaining the level of informatiaisclosure.

This research is the first to perform a comprehensivestigation of the relation between disclosamd cost of
capital for firms immersed in poor governance amstifutional regimes. The study contributes toekisting research by
justifying the choice of theoretical and methodatadjapproaches, construction of the disclosurexnaind the selection

of factors for the models based on the specifidsazfakhstan.
KEYWORDS: Disclosure Policy, Cost Of Equity Capital, Finamhdsk

INTRODUCTION

This study explores the extent and levels of caf@disclosures in the annual reports of the listadpanies on
KASE in Kazakhstan, a growing emerging country. @reelosure of financial information in annual refsas a key area
of accounting research and, more specifically, ocmafe disclosure has received a great attentidhet@cademicians and
several research is done both in develojd¢dnd developing countries, however, a very ttention is done in Central
Asia in general and Kazakhstan in particular. Theual report is a significant element in the oJedaclosure process,

because it is the most widely disseminated souragg@mation on publicly held corporations.

Disclosure refers to providing information whichabtes stakeholders to evaluate future performarica o
company. Disclosing information reduces informatésymmetry between firms and stakeholders. It pdase in closing

the information gap between the two parties, thersniiting stakeholders to make healthier decisabsut companies.

The available literature has suggested many wayghinh a firm or its management can benefit frorhated

disclosure Moreover, while information disclosure is sogatlesirable, the tradeoff between its benefits epsts may
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lead to partial or @ disclosure and one thereupon should decide whétbealisclosure should be voluntary or mandatory.
In addition, the economic and accounting literatias asserted that, in the view of informationghasetry, (costless)

disclose of private information brings general gdmeconomic efficiency.

There are several motivations for the present stAdtiiough there is a growing body of research @tldsure
practices of firms, many of the studies have besracted in developed countries. Aljifri and Hussgi (2007) point out
the scarcity of studies that have investigatedlaésze of corporate information in developing coig#, this observation
also holds true for Kazakhstan which is an impdrtiveloping country in CIS region with its rapidjyowing economy.
In addition, the subject has not been studied ashmas other areas of information disclosure, sushsacial,
environmental, and intellectual capital. Furtherejosufficient knowledge is lacking with respecttt® factors that

influence disclosure.
LITERATURE REVIEW

The firm's decision to voluntarily disclose infortiom depends on its conjectures about the beliefd by
competitors and investors. The study of Milgromd aGrossman concluded that if the firm can makeible disclosures
about its value to uninformed investors, in equilitn the firm will disclose all of its informatioregardless of how good
or bad are the news. Many recent studies have hgpized that firms' voluntary disclosure choices aimed at
controlling the interest conflicts among sharehdddebt holders, and management [2]. It is mdattthe extent of these

interest conflicts, hence the incentives behindintdry disclosure choices vary with certain firnaxdcteristics.

There is an important strand of the financial actimg literature that investigates the relatiorwmsn disclosure
and cost of equity capital. The basic idea is thigher levels of disclosure contribute to a redarctin information
asymmetry between managers and investors and,quaersity, cause a reduction in the idiosyncratic ponent of cost of
equity capital. However, results of these investiges have not been conclusive. Some authors atgidghe absence of
statistical and economically significant associagiobetween disclosure and cost of capital can lee résult of

measurement problems because both variables adérectly observed and proxies need to be used.

Specifically, several studies justify that higheatity financial disclosures are positively asstadawith general
market liquidity, institutional ownership, analyfsirecast accuracy and analyst following, and argatieely associated
with the ex ante cost of equity capital and agesusts [3].

Other benefit from improving disclosure is that yding better information firms try to reduce pdieh
investors’ estimation risk regarding the parametdra security’s future return or payoff distribardi It is assumed that

investors attribute more systematic risk to antasgh low information than to an asset with higiiarmation.
HYPOTHESIS DEVELOPMENT

Thus, whether disclosure is useful in reducingdbst of equity capital becomes an empirical isstrech can be
tested by using the following hypotheses. Sizeléniified as a significant explanatory variableekplaining variation in

the level of voluntary disclosure in previous sasdi

H1: There is a positive relationship between firm qias measured by market capitalization) and thelle¥
information disclosure.
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Information disclosure may be used to avoid agesys and to reduce information asymmetries. Thezeft is
argued that leveraged firms have to disclose moi@mation to satisfy information needs of the d@md. Hence, the

following hypothesis 2 was formulated:

H2: There is a positive relationship between lever@gemeasured by the ratio of total liabilities atat assets)

and the level of information disclosure.

Disclosure also creates shareholder value by atigwi firm to reduce the cost of its capital. Thgarity of the
studies show this positive impact [4]. Thus, whettisclosure is useful in reducing the cost of ggoapital becomes an

empirical issue, which can be tested by using eleviing hypothesis:
H3: There is a negative association between disclasuiehe company’s cost of equity capital.
SAMPLE CONSTRUCTION AND DATA DESCRIPTION

The main objective of this study is to investigateether firms that publish greater disclosure bigimeterms of a
lower cost of equity capital. Disclosure of finaaicinformation is measured using a disclosure indexeloped from a
content analysis of annual reports. The approagheimented in this study involves the use of a dichnmus procedure,
where a particular information item is awarded dfe yes) and zero (for no) if it is disclosed ootrdisclosed,
respectively. The level of disclosure for each figmthen calculated as the total number of itenasest (total count of all

the ones and zeros).

In using the disclosure index approach, it is firestessary to develop a checklist of items of imfation that

firms disclose or may disclose [5]. In this reséagc checklist comprising 79 financial disclosussris was developed.

The present research attempts to measure direetlgdst of equity capital through Capital AssetiRg Model.
The analysis is based on companies’ annual repagsd on a sample extracted from the KASE. Thetsaheprocedures
yield 37 Kazakhstan companies. The focus on KASEdiwill ensure that the sample includes some pialtiisted
companies and that all companies are subject tooaippately equivalent levels of disclosure pressuagising from

various regulatory and capital market regimes.

RESEARCH DESIGN AND METHODOLOGY
The Model

The statistical analyses performed in the press#arch, includes the use of multiple linear regjo@smodels to

examine the relationship between annual reportafisce level and the influencing factors.

We test our hypothesis by regressing expectedafosfjuity capital (COE) on market beta (BETA), thegural
log of market value (LMVAL), financial leverage (M}, book to market value of equity (BM) and totéédosure score
(DISCL). That is,

COE =q + B, BETA + B,LMVAL + B,LEV + B3 BM + B, DISCL + ¢ 1)

In the present research, there are four independaidables indicating the financial characteristafsthe firm
whereas there are three independent variablesatimtticcorporate disclosure characteristics of ttme.fThese include firm

size, leverage and beta. These factors are the eoosinonly used independent variables in the aceugmtisclosure
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literature [6] and will be used here for testindghndlisclosure.
Control Variables

The literature has revealed several risk factoas #@fffect the cost of equity. These factors mustdirgrolled for
so that a correct inference can be obtained. lmghidy, we control for cross-firm differences &tdy firm size, book-to-

market equity and leverage.

The inclusion of firm size and book-to-market egus our control variables is motivated by Fama BErehch.
Fama and French and Baginski and Wahlen find ativegeelation betweersize and cost of capital. The log of the
common equity of the firm scaled by the market gadfiequity,BM, is included because Fama and French, Gebhardt et al
and Baginski and Wahlen find a positive relatiotwsenBM and the cost of equity capitdlEV, measured as long-term
debt plus any debt in current liabilities divided total assets, is included to proxy for the amanftlebt in the firm’'s
capital structure. Botosan and Plumlee fitiel to be positively associated with cost of equityitdpHowever, as our

estimated cost of equity is derived from BM, itlisbatable whether BM should be included as a covar@able.

BETA is included in the models to control for syatdic risk. BETA is estimated by the market modghg a
minimum of thirty monthly return observations ouae five-year period with a value weighted S&P 50frket index
return. Financial leverage (LEV) defined as théoraf total debt to market value of outstandingiggis used as proxy for
a firm’s riskiness. The higher a company’s relatdebt position, the more likely it will face finaat distress from
defaulting on interest and principal payments. BEA# LEV are included in the analysis to accountafaccompany’s
systematic and financial risk. LMVAL is included é&@count for the richness of a firm’s informatiamvigonment as well

as the significant association between cost oftabpnd market value.
Empirical Results
Relationship between transparency and cost of equity

We perform a cross-sectional time series analylsteeorelationship between information discloseccdmpany

quarterly reports and cost of equity and controiakdes.

At the first stage of data analysis cost of eqistgependent, company attributes including trarespar score are
independent variables. The summary of data analggarding relationship between cost of equity disdlosure score is

as follows.

Table shows summary of findings regarding relatim&etween cost of equity and company attributdsch is
proxied by BM (Book to Market Value), LMVAL (the ha&al log of market value), BETA (market beta), LEfihancial
leverage) and DISCL (total disclosure score) betw@@06 and 2012 for the 37 sample companies freniKkSE.
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Table 1: Regression Analysis, Cost of Equity is Demdent Variable

Dependent Variable: COE
Method: Least Squares
Date: 07/02/14 Time: 15:12
Sample: 2006:1 2012:4
Included observations: 28
Variable Coefficient Std. Error t-Statistic Prob.
C 40.02124 10.75945 3.719636 0.0012
Table 1
LNMC -4.949132 0.582987 -8.48926( 0.0000
BTOMV -2.142998 10.41864 -0.205684 0.8389
BETA 21.31420 3.523528 6.049109 0.0000
DI -0.630791 0.191992 -3.285501 0.0034
LEV 18.75409 2.593060 7.232414 0.0000
R-squared 0.852900 Mean dependent var 5.531372
Adjusted R-squared 0.819468 S.D. dependent var 803%
S.E. of regression 0.882937 Akaike info criterion 7756284
Sum squared resid 17.15072 Schwarz criterion 38617
Log likelihood -32.86797 F-statistic 25.511%7
Durbin-Watson stat 2.262634 Prob(F-statistic) 00umD

According to the results of the research, independariables are statically significant at the el except BM
variable. The results of the OLS regression shoat fratio is 25,5 (p value less than 0,05). Herhe, model is
statistically significant, with adjusted R-squargual to 81,94%. Regression coefficient for firmesiz negative and
significant at the one percent level. The conclusgothat, large firms tend to have lower cost giigy. Looking next at
the variables, book to market value of equity (BMhot statistically significant. The coefficiemrfmeasuring company’s
systematic risk (BETA) is positive and statistigadlignificant. On the other hand, the coefficieot fransparency and
disclosure is negative and statistically significtrat justifies the hypothesis about inverse i@msthip between cost of
equity and disclosure. In other words, the higkeel of disclosure decreases the cost of equitiiefirm. The coefficient

for financial risk (LEV) of the firm is positive anstatistically significant.

Table shows summary of findings regarding relatim&etween disclosure score and company attributiesh
is proxied by MB (Market Value to Book Value), LM\LA(the natural log of market value), BETA (markedtd), LEV
(financial leverage) and COE (cost of equity) betw@006 and 2012 for the 37 sample companies fnenKASE.

Table 2: Regression Analysis, Disclosure Score is Dependéfdriable

Dependent Variable: DI
Method: Least Squares
Date: 07/02/14 Time: 15:24
Sample: 2006:1 2012:4
Included observations: 28
Variable Coefficient | Std. Error | t-Statistic Prob.
C 48.05709 7.142556 6.728277 0.000D
COE -0.521815 0.158824| -3.285501 0.0034
LNMC -3.370215 0.828180| -4.069421 0.0005
BTOMV -1.161652 9.481905| -0.122513 0.9036
BETA 9.109799 4.855974 1.875998 0.0740
LEV 10.29396 3.737759 2.754046 0.0116
R-squared 0.536525| Mean dependent var 28.86959
Adjusted R-squared 0.43119¢ S.D. dependent var 4786
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S.E. of regression 0.803055 Akaike info criterion 586622
Sum squared resid 14.18774  Schwarz criterion 28720
Loglikelihood -30.21271 | F-statistic 5.093503
Durbin-Watson stat 2.445554  Prob(F-statistic) OB

The results show that independent variables atistatally significant at 1% and 10% level exceptl Bariable.
The explanatory power of the model (adjusted R-swalue) equals to 43.11%. The regression coefficior the firm
size is negative and statistically significant tHaes not coincide to the previous study resulis tte degree of corporate
disclosure and transparency is an increasing fomotif firm size. Although most previous studies mup a positive
relationship, there is an unclear theoretical bisisuch a relationship. The direction of assa@imay be either positive

or negative.

The coefficient for BETA is positive and statistlgasignificant, showing that the degree of corgerdisclosure
and transparency are positively related to a measfusystematic risk of the firm. The coefficient COE is negative and
statistically significant, thus supporting the @sd hypothesis 1. The coefficient for measure @ftdevel (LEV) is
positive and significant, showing that firm withlgeeater amount of debt tend to have high degreesrpbrate disclosure

and transparency.

The results of the correlations between the fir@ndisclosure and firm characteristics are giverTable 3
Pearson correlation. A correlation is a measuth@itrength and direction of the relationship eartyes between -1 and
+1. The negative and positive signs reflect thedlion of the relation whilst the strength of tleation is reflected in the
absolute value, called the correlation coefficieit.higher correlation coefficient indicates a sgen relationship.
Examining the Pearson correlation coefficients y@habove the diagonal), we find that DI is negdtivarrelated with
INMC, Correlation coefficient = -0,522. We find tHaMC is highly positively correlated with Lev @40). In contrast, the
correlation between DI and BtoMV is slightly lowesth the coefficient of 0,409. A strong negativdatnship exists
between BtoMV and Lev with the coefficient of -01A negative relationship exists between Lev aretaB the

correlation coefficient is equal to -0,485.

Table 3: Pearson Correlation

Correlations

CoE InMC BtoMV Beta DI Lev
CoE Pearson Correlation 1 -111 -.208 .303 -.160 .270
Sig. (2-tailed) 575 .289 117 415 .165
N 28 28 28 28 28 28
InMC Pearson Correlation -111 1 -.848* -.357 -.522*4 .840**
Sig. (2-tailed) 575 .000 .062 .004 .000
N 28 28 28 28 28 28
BtoMV  Pearson Correlation -.208 -.848* 1 .348 .409* -.910*
Sig. (2-tailed) .289 .000 .070 .031 .000
N 28 28 28 28 28 28
Beta Pearson Correlation .303 -.357 .348 1 .020 -.485*
Sig. (2-tailed) 117 .062 .070 919 .009
N 28 28 28 28 28 28
DI Pearson Correlation -.160 -.522* 409* .020 1 -.370
Sig. (2-tailed) 415 .004 .031 1919 .053
N 28 28 28 28 28 28
Lev Pearson Correlation .270 .840*4 -.910* -.485*4 -.370 1
Sig. (2-tailed) .165 .000 .000 .009 .053
N 28 28 28 28 28 28

**. Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).
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CONTRIBUTION AND SIGNIFICANCE OF THE RESEARCH

The significance of corporate disclosure practicas been of growing interest both in theory angbrinctice.
Today informational transparency of the companarsintegral part of good corporate governance thdtices the
information asymmetry between agents and principeiierefore, it is interesting to measure the dquaind quantity of
transparency in Kazakhstan companies through vaiynand mandatory disclosure of information on teporate
website and corporate reports. The relevance sfapproach is evidenced by the presence of a fangeer of empirical

studies on the issues of disclosure and transpaedfects on the cost of equity capital.

Most research on disclosure quality and cost oftg@apital relations has been conducted in devedoguntries
whereas empirical studies from Kazakhstan are #emrce. This research is the first to perform a prefmensive
investigation of the relation between disclosuréd eost of capital for firms immersed in poor govsroe and institutional

regimes.

The study contributes to the existing research Ustifying the choice of theoretical and methodatagi
approaches, construction of the disclosure indek the selection of factors for the models basedhenspecifics of

Kazakhstan.
CONCLUSIONS

Study of the relationship between corporate infdiomadisclosure and cost of equity, on the one hand very
relevant issue and there has been significantesten the foreign researchers that is confirmedhayexistence of a

sufficiently large number of empirical studies listarea.

We should be cautious regarding the quality of imfation disclosed by the companies because theniation
provided in financial reports may not be that qydike it seems so. For this reason, it is the gblauditors to detect the
mistakes, carefully check the quality of informatidisclosure and make sure that it is reliable. IBfinens provide less
information than large ones, which supply more linfation about their independence standards, aoditttees, their
management supervision systems and whistle-blopingedures. However, compared to small firms, langes do not
appear to give superior information about theiriemment. These results obviously raise questibaslte at the heart of
most financial scandals as, in the end, firms’ simgters less than respecting good governancdatiee being probably

the main criterion to improve financial stability.

Much work should be done to improve the qualitfin&ncial information. In order to make financialaduations
reliable, valid and comparable, the uniform int¢iovaally accepted standards must be utilized. Altito disclosure
requirements have increased over the years, ppéiseridisclosure has not eliminated the differenicethe quality and

extent of disclosure offered by companies; sigaiitcvariation across companies is still observed.
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