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Introduction to managerial disclosure

• Market does not have information and have to rely on manager
as the informed party to provide information

• Whether and how manager provides information to the market is
the core of studies on information disclosure

• Presumption: manager and the market has different objective
functions (otherwise managers always disclose the whole truth)

• Lessons 2 to 5 focuses on ex-post disclosure (i.e., manager
chooses what to disclose after observing the realization of some
value-relevant information) whereas lesson 6 focuses on ex-ante
disclosure (i.e., the manager chooses a disclosure rule before
observing the realization of any information)
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Assumptions of managerial disclosure

• Three types of models depending on assumptions on the
truthfulness of managerial disclosure (see Stocken 2013
Foundations and trends in accounting “Strategic accounting
disclosure”)

— Verifiable disclosure: if the manager discloses, any disclosure has
to be truthful but the manager can choose not to disclose
(persuasion game)

— Cheap talk: the manager can disclose anything with zero cost
— Costly misreporting: the manager can disclose differently from

what s/he observes, with some cost

• Lessons 2 and 3 focus on verifiable disclosure, lesson 4 focuses on
cheap talk and lesson 5 focuses on costly misreporting
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Verifiable disclosure

• When there is information asymmetry between the manager and
the market, no disclosure results in market breakdown (Akerlof
1970 QJE “The market for ‘lemons’: Quality uncertainty and the
market mechanism”, see also lesson 6 of module 3 for a credit
market collapse due to adverse selection)

• Verifiable disclosure completely resolves this issue, if the
following assumptions are satisfied:

— The manager always have information and the market knows that
the manager always have information

— Disclosure incurs no cost

• This result is independently shown by Grossman 1981 JLE “The
informational role of warranties and private disclosure about
product quality” and Milgrom 1981 BJE “Good news and bad
news: Representation theorems and applications”; we discuss
Grossman (1981)
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Illustrative example

• Suppose a manager wants to sell the firm to the market to
maximize the selling price. The firm’s value ṽ, is uniformly
distributed on [0, 1]

• Suppose first there is no disclosure. The knee-jerk reaction is
that the price of the firm should be the average value of ṽ, i.e., 1

2

• Then what do firms with values above 1
2 do? Disclose their value

(as disclosure is verifiable and therefore truthful)

• Knowing this, then the market would price silence as firms with
values uniformly distributed on [0, 1

2 ] so the price upon no
disclosure would be 1

4 .Then what do firms with value between 1
4

and 1
2 do? Disclose their value

• Knowing this, then the market would price silence as firms with
value uniformly distributed on [0, 1

4 ] so the price upon no
disclosure would be 1

8

• The firms with value between 1
8 and 1

4 will now have incentives to
disclose

• The logic goes on till eventually all firms disclose - we have full
disclosure and information asymmetry is not an issue.
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A slightly more formal treatment

• Suppose a manager wants to sell the firm to the market to
maximize the selling price. The firm’s value ṽ, has a density
function f on [0, 1]

• If the manager discloses, the selling price is v; if the manager
does not disclose, the selling price, denoted as P (ND), will be
independent of v, where ND stands for non disclosure

• Therefore all managers with v ≥ P (ND) will disclose, implying
that ND can only consists of firm value below some threshold
denoted as v∗, i.e., P (ND) = E[v|v ≤ v∗]

• This implies that managers observing v∗ must be indifferent
between disclosing and not disclosing -> if the manager observing
v∗ prefers disclosing (not disclosing), then v∗ > (<)E[v|v ≤ v∗],
means managers observing firm value slightly below (above) v∗

will prefer disclosing (not disclosing) as well, in violation of the
definition of ND

• Therefore v∗ = E[v|v ≤ v∗], which can only be satisfied if v∗ = 0
and thus P (ND) = E[v|v ≤ 0] = 0 -> full disclosure
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Intuition and moving forward

• The general intuition for the unravelling result is that the market
will assume the worst for any non-disclosure -> the most
pessimistic belief

• The most pessimistic belief results in all firms other than the
worst information disclosing their private info (firms with the
worst info is indifferent between disclosing and not disclosing but
the market can infer from silence that silent firms must have the
worst info)

• The most pessimistic belief is due to the market knowing that
the manager always has info and disclosure incurs no cost
therefore no benefit of doubt for silence

• When the manager may not have info or when disclosure is
costly, the market will give managers the benefit of doubt and
full disclosure will not be optimal -> topic of next class
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Concluding slide for lesson 1

• Different types of managerial disclosure models make different
assumptions: whether managers can lie and whether lying is
costly if managers can lie

• When the market knows that the manager possesses information,
the manager cannot lie, and there is no disclosure cost, there will
be full disclosure -> managerial private information does not
cause any problem

• Next lesson we are going to add frictions to the Grossman model
and see how the unravelling result unravels

• A review quiz of this lesson can be found at
https://forms.gle/2aTftdKXJh7qUsNKA
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