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The new Companies Act:

An investment analyst’s view

INTRODUCTION

As | have been asked to speak on an investment
analyst's view of the Companies Act this afternoon it
is appropriate that | commence my address with some
introductory comment on the nature of investment
analysis and the requirements that need to be fulfilled
for an investment analyst to do his job properly.

The term investment analysis, of course, can be used
to describe a number of different activities. | use it
here with regard to those peopie professionally
engaged in the evaluation of securities which may be
either documents acknowledging the terms and con-
ditions of a debt or documents indicating ownership in
a corporate enterprise. However, although the distinc-
tion between documents of debt and documents of
title is valid, it is more meaningful to classify securities
according to the nature of the income paid to owners
or holders. Thus, we talk of fixed income securities
(which include debt instruments such as government
stocks and debentures, as well as preference shares)
and equities or ordinary shares (the risk capital of
corporate enterprise).

The analyst’'s job is to evaluate securities for the
purposes of investment and this necessitates that he
concern himself with all factors, of no matter what
kind, which influence their price. He is, therefore,
interested as much in changes in business and investor
confidence and in the level of interest rates as he is
with internal corporate management and the trend of
a particular company’s profits. Indeed, one can go so
far as to say that the investment analyst is not really
interested at all in the basic facts of an enterprise as
disclosed by information on which the Companies
Act places stress. If these facts indicate that the
company concerned is well managed and that its
profits have increased, he may still judge that the price
of its shares is going to decline and they should, there-
fore, be sold. From the point of view of the investment
analyst a distinction has to be made between technical
and fundamental factors. Technical factors may over-
ride fundamental factors in arriving at an investment
decision but no one would deny the importance of
fundamental information to security evaluation and the
proper execution of the analytical task.

It is with the provision of fundamental information
that the Companies Act is mainly concerned and it is,
therefore, with fundamental evaluation that the remain-
der of this paper will mainly deal.

THE PURPOSES OF DISCLOSURE

Speaking generally, four principal reasons for the
disclosure of corporate information can be identified.
These are:

(a) to inform owners on the use that has been made
of their funds;

(b) to inform creditors on the state of a company’s
solvency;

(c) to assist investors and prospective investors in
coming to a view about the future of a company;

and
(d) to inform workers, consumers, government autho-
rities and society generally about the success of a
company particularly, vis-a-vis
(i) the basis on which it allocates economic
surpluses;

(ii) the use it makes of scarce resources;

(iii) the extent to which it incurs costs to society
outside those costs of which it takes immediate
account; and

(iv) the social and political consequences of its
actions.

The importance of the four main reasons for corporate
disclosure has tended to change as our society has
changed from one predominantly pastoral in nature to
one whose main characteristic is technological change
and industrial concentration. During the nineteenth
century when owners and managers were broadly the
same people, the emphasis was mainly on the first
two, concentrating as it did on the prevention of
fraud and the abuse of trust. With the separation of
ownership and control that followed the introduction
of limited liability companies after 1855 and the
encouragement that limited liability gave to increasing
numbers of people to channel their savings into risk
capital, the emphasis switched more and more to the
second. We are now at a stage when the emphasis is
changing again and moving towards the fourth. This
certainly is suggested by the greater interest shown by
trade unions and consumers in company performance
and policy and in the increasing activity of government
aimed at modifying corporate behaviour for social or
political reasons.

Of course, there has also been a shift away from the
pure reporting purposes of disclosure to the investment
purpose because legal controls and greater economic
stability in the principal industrial countries has
greatly reduced the risk of business loss. Thus, ordinary
shares have become respectable media for investment
and have come to constitute a large proportion of the
portfolios of institutional investors such as pension
funds and insurance companies. Today, the greatest
risk in business attaches, not to the possibilities of
fraud or cyclical change but to dangers of technical
change and mismanagement.

But disclosure has a wider purpose than merely to
assist investors in exercising proper control or judge-
ment. In a society in which economic priorities are
decided by changes in the market place, disclosure
ensures that scarce resources are not wasted through
the undertaking of production for which there is no
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profitable demand. The securities of companies which
do not make profits fall in price and hence the ability
of the companies to attract additional capital resources
is reduced too. The investment analyst, therefore, in
serving the immediate need of his client can be seen
as also performing a vital social function.

This said, to what extent should companies disclose
facts of their operations and trading ? At one extreme
one can imagine the most detailed provision of infor-
mation by all business, including unincorporated
enterprises. At another, one can imagine the mainte-
nance of a substantial degree of secrecy on the grounds
that society must respect privacy and must also
encourage entrepreneurial activity with the prospect of
monopolistic gain. |If the Companies Act, 1973, is any
guide, we are undoubtedly moving towards greater
disclosure and we, therefore, appear to be moving to
increasing acceptance that all business units are social
organisations not solely the concern of their immediate
owners.

MAIN DEFICIENCIES OF OLD LEGISLATION
AND PRACTICE

Considering the task of the investment analyst many
deficiencies in the legislation and practice of the pre-
1974 period can be mentioned. Because of the limits of
time | must confine myself only to the most important.

Historical cost basis of asset valuation

Until today, accounting practice and legal requirement
have focused on the historical valuation of assets.
This has involved many difficulties for investment
analysts because it has made nonsense of one of the
principal variables in their main formulae for the
evaluation of a corporate enterprise.

Consider the following formula known as the du Pont
system :

Profits
Sales

This shows clearly that profitability has two central
aspects, namely

Profitability = ::;Ztss

1 the profit margin aspect as illustrated by the profits
to sales ratio;

and

2 the turnover of capital aspect as illustrated by the
sales to assets ratio.

Because sales cance! out, the equation leaves the
ratio of profits to assets as the main determinators of
profitability.

(By way of an aside it is interesting to note that a large
profit margin does not necessarily indicate high
profitability nor does a low profit margin indicate a low
profitability. Everything depends on the number of
times assets are being turned over. If the turnover of
assets is high, profitability too may be high, even
though the margin of profit is slender.)

When the value of assets is recorded on an historical
basis, no meaningful indication of the assets denomi-
nator can be made. It is not acceptable to add together
amounts expended at different points in time over a
period of twenty or more years, for example, and it is,
therefore, quite impossible to make valid inter-company
comparisons either in absolute or trend terms. Indeed,

the historical valuation approach to asset valuation
has raised important questions as to the whole purpose
of accounting procedures though it does have the
merit of keeping to a minimum the extent to which
accounts can be affected by the personal opinions of
those responsible for drawing them up.

Because the investment analyst is really only concerned
with the future performance of a company, the historical
record of asset values confronts him with a serious
problem for it prevents any judgements as to how
profitably assets have been and are being used. This
is particularly important in a world of rapid technolo-
gical change and inflation and also relates to the
policies that the firm has adopted or should adopt for
the ultimate replacement of assets. Needless to say, an
understatement of the assets denominator will give a
false impression of true profitability and will also give
a false impression of the trend of profits in a continuing
business.

Inadequate disclosure of assets and stocks held

The inadequate disclosure of assets and stocks held
has also added greatly to the problems of investment
analysts. This has been especially so where fixed assets
are of a resaleable kind and hence have a considerable
relevance to current market valuation or where the raw
material constituent in stocks is large and commodity
prices are liable to fluctuation.

Short-comings of the balance sheet

Being a statement depicting a situation as at a point
in time, the balance sheet is a statement with an
essentially limited value to the analysis or evaluation of
a dynamic, continuing enterprise. This is so because
assets and liabilities can be subject to considerable
short-term change even though some, like land and
buildings, may have stability and non-change as their
main characteristic. The assets and liabilities most
subject to short-term change are current items such
as stocks, debtors, cash and creditors of both sides of
the balance sheet, i.e. precisely those items most
closely linked with changes in the liquidity position of
a business. Because the liquidity position can change
markedly even from one day to another, a single
balance sheet may be quite unable to give a true
impression of solvency and hence the business unit's
ability to survive an immediate liquidity crisis. Un-
fortunately, deficiencies in liquidity often bring to an
end the operations and trading activities of companies
which, in all other respects, appear to be not only
healthy but growing.

Inadequacy of disclosure regarding credit terms
received and granted

Knowledge of the terms of credit received or given is
also vital to the proper assessment of any business.
Because of the withholding of sales, purchases and
other information by the majority of public listed
companies until now, it has not been possible to
discover how changes in credit terms affect liquidity.

Non-disclosure of sales data

Until the passing of the Companies Act, 1973, dis-
closure of sales information was not a requirement and
only a minority of public companies went so far as to
provide shareholders with such information. Yet, as
already pointed out when 1 referred to the du Pont
system of financial analysis, sales information is vital
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to a proper and complete corporate appraisal. it is
especially important to the appraisal of any company
with different operating or trading divisions. Unless the
sales and profits contributions of the separate divisions
to the total enterprise are known, shareholders and
prospective investors have no way of deciding how
general economic, social and even political changes
may affect the enterprise in which they are interested.
While the trend to conglomeration today may be partly
inspired by the desire of certain managements to make
it more difficuit for shareholders to follow and, there-
fore, control entrepreneurial activities, this can hardly
be said to be in the interests of either shareholders or
society at large.

Paucity of operating information

Beyond the sales figures there has been serious lack
of disclosure of operating information regarding public
companies in South Africa. In nearly all cases there is
no way for an outsider, be he shareholder or intending
investor, to discover either what the cost of goods sold
has been or what proportion of operating costs can be
regarded as fixed and what proportion is variable. | am
referring here to the matter of operational gearing
which affects investment risk no less than does financial
gearing on which considerable attention is focused by
investment analysts. Nor have details been revealed
about advertising outlays and expenditure on research
and development. Considering the importance of
technological change and adaptation to the mainte-
nance of a competitive position, the amount of such
expenditures is of considerable interest to investment
analysts.

Other disclosure inadequacies

Other disclosure inadequacies have related to:

(i) details of non-trading revenues;

(ii) details of interest paid ;

(iii) stock analysis and valuation,
(especially important where raw materials make up
a large proportion of total stocks and commodity
prices are subject to material fluctuation) ;

and
(iv) depreciation and the basis on which it is calculated.

Because depreciation is an expense whose magnitude
depends on corporate policy, it can be a disturbing
element in inter-company comparisons. It is also closely
related to the historical cost — replacement cost
divergence problem and, therefore, very much bound
up with technological change and inflation. If no
account is taken of replacement costs, current profits
may be overstated for a continuing enterprise and a
false impression of trend created.

Finally, mention must be made of two matters which
have been a particular source of concern to investment
analysts. These relate to:

(i) disclosure of the nature of, and changes which
occur in, operational activities ;
and
(i) the frequency of reporting.
It is a disturbing fact that, until now, it has often been
difficult for a reader of a company’s annual report and
accounts to discover what constitutes its main
business let alone to learn what changes have occurred
in that business over the financial period in question.

This has been so because directors’ reports and
chairman’s statements have limited their discussion
purely to accounting details. Clearly this has been most
unsatisfactory.

Complaint has also been justified on the frequency of
reporting. Too often, shareholders and investment
analysts have been compelled to wait for more than
twelve months, when considerable changes have
affected a company’s business, before being provided
with up-to-date financial data or other information.
Considering that even reports and accounts issued
within weeks of a financial year end can and, very
frequently, are overtaken by internal corporate events,
such neglect in disclosure has been disturbing.

PRINCIPAL CHANGES OF THE COMPANIES
ACT, 1973, OF INTEREST TO INVESTMENT
ANALYSTS

The changes incorporated in the Companies Act, 1973,
which are of interest to investment analysts can be
divided into two categories, namely :

(i) those relating to the disclosure of accounting
information ;

and

(ii) those relating to the organisation and operation of
companies.

Changes relating to the disclosure of accounting
information

Because of its great importance, ! will deal with the
disclosure of accounting information first, relating my
comments respectively to the balance sheet, the income
statement (as the old profit and loss account is now to
be called), the directors’ report and interim statement.

The Act deals with matters of accounting disclosure in
Chapter Xl and details its requirements in Schedule 4.

(a) Balance sheet
(i) Fixed assets (see Section 284)

A principal change concerning the balance
sheet concerns the fixed assets of a com-
pany. Full details of these including their
individual costs and dates of purchase,
depreciation provided and disposals, must
be provided either in the annual accounts
themselves or in a register which must be
kept anyway and to which all shareholders
must have access. With regard to land and
buildings, the register must also include a
description of the assets and details of any
improvements made from time to time.

(ii) Investments (see Schedule 4)

While it has been a requirement in terms of
the old Companies Act to provide the market
value of all listed investments where such
value differs from book value, the new Act
(Schedule 4 para. 21) makes it necessary
for directors to place a value on a company’s
unlisted investments or failing that to provide
details of income received on such invest-
ments, the amounts of its share of the total
net profits of the companies in which the
shares are held and the amount of its share
in the total share capital and reserves of
such companies.
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(i)

(iv)

(v)

(vi)

(vii)

Furthermore, in terms of para. 23 of Schedule
4, it is now necessary to disclose the names
of all companies (excluding subsidiaries) in
which shares are held, together with the
number of the shares held or the percentage
the holding constitutes of the aggregate
amount of listed or unlisted investments.

This is a step of considerable significance to
investment analysts and will greatly assist
in the future evaluation of a considerable
number of listed investments. It does not,
however, overcome the problem that invest-
ments can change and that a more frequent
disclosure of investments is necessary than
once a year where these are large in relation
to total assets.

Stocks

Statements of annual stocktaking must be
included in accounting records (Section
284) andananalysis of stocks, distinguishing
between raw materials, work in progress,
finished goods, etc., must be shown (Sche-
dule 4 para. 25). It is also necessary to
provide details of the basis on which stocks
have been valued (Schedule 4 para. 25).

Loans to directors or officers of a company

Particulars of loans to directors or company
officers must now be disclosed.

Share capital

The new Companies Act makes provision
for the first time in South Africa, for the
issue of no par value shares (Section 74).
This is an important step forward, for the
use of nominal values until now has only
confused the issue of share evaluation.
Proceeds of an issue of no par value shares
will in future be paid into a ‘stated capital
account’. Only fully paid-up shares may be
issued in the case of shares with a nominal
value but no par value shares may be issued
at a lower price than the amount arrived at
by dividing the stated capital account by
the number of no par value shares already
issued, if the issue is authorised by special
resolution or if the issue is made in respect
of a rights offering (Section 82).

Interestingly, a company may reduce its
capital without the sanction of court if it
has no creditors or all creditors consent and
if all shares of the class concerned are
affected proportionately.

Statement of source and application of
funds

It is now required that a statement of source
and application of funds be annexed to the

" balance sheet (Schedule 4, para. 44). This

will greatly assist in an understanding of
the changes that have occurred in the
financing of a company’'s assets and is a
step to be welcomed.

Notes to balance sheet
It is also a requirement now to show by way

of notes to the balance sheet details of :

[] options and preferential rights to a
company’s shares;

[ directors’ authority to issue new shares;
[[] arrear dividends;
and

[Tl capital expenditure authorised as well as
contracted for by the directors.

(b) Income statement

(c)

The most outstanding feature of the income state-
ment changes, is the requirement that turnover
figures or an index of turnover must be given in the
annual published accounts of companies. How-
ever, an ‘out’ is provided if, in the opinion of the
directors, such disclosure would be harmful to the
company or meaningless (Schedule 4, para. 38).
Although turnover disclosure has long been a
requirement in the United States and has not had
any adverse effects on its economic performance
to my knowledge, local business has resisted such
disclosure. It will be interesting to see, therefore,
how many public listed companies make use of the
‘out’ and to see also whether those which do
disclose sales details, in fact, suffer in any way. My
fear is that the ‘out’ here will be abused especially
by those companies by whom sales disclosure will
be most necessary from an investment view point.

Other information which must now be given in the
income statement or its notes relates to:

(i) profits and losses on share transactions;

(ii) details of income from listed and unlisted
investments;

(iii) details of income from subsidiaries ;

(iv) details of non-recurring items, i.e. those which
can interfere with the identification of profits
trends;
and

(v) details of amounts paid by way of leasing
charges.

This last mentioned item is of particular importance
because of the increase in leasing finance which
has taken place in recent years in South Africa.
Because these add to the fixed charges of a
company they increase both risk and the possibili-
ties of profits growth in an expanding business
situation. Knowledge of such financial gearing,
therefore, is of the greatest importance to the
investment analyst.

Group and consolidated accounts

Consolidated annual financial statements are now
required from all companies holding not less than
75% of a subsidiary company’s equity. In the case
of subsidiaries where 50% or more but less than
75% of the equity is held, consolidated accounts
may be presented. However, if the subsidiary is
less than 50% held (a subsidiary now being defined
as a company in which a holding company has an
interest of 30% or more) or if the financial year
ends of subsidiary and holding company do not
coincide, consolidated accounts may not be made
out (Section 290). Accounting periods of a
holding company and its controlled subsidiaries
must, however, be the same (Section 293).
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