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This study investigates the relation between equity market value and nonaccrued contingent liability
that is disclosed in the foothotes but it is not recognized in net income. The analyses focus on whether
the prices of shares in the stock market and the return’s expectation of market react by the disclosure
of non-accrued contingent liability in footnotes. 3.180 footnotes were analyzed from periods 2006 to
2010 of 159 companies of different sectors, in twenty quarterlies. These companies are listed in
different corporate governance’s levels of the Sao Paulo Stock Exchange. This study shows that the
disclosure of non-accrued contingent liability in the footnotes is perceived by share price. In particular,
the findings were consistent with the results of previous research that found that stock options are
viewed as expenses and they are negatively associated with share price. The findings indicate that
investors view the disclosure of non-accrued contingent liability as expense of the firms that reflect in
their valuation assessments. This suggests that managers believe that even though nonaccrued
contingent liability to be disclosed in the footnotes and not recognized as expense, it is relevant to
financial statement users.

Keywords: Non-accrued Contingent Liability, Deliberation N° 489/05 of the Brazilian Securities and Exchange
Commission (CVM), Timeliness of Share Price.

INTRODUCTION

The objective of this study is to understand to relation of provision of contingent liabilities represent the level of
between equity market value and non-accrued contingent risk of the transactions realized by enterprises. The law-
liability that is disclosed in footnotes but not recognized in yers and auditors have discusses whether it can be
net income, under Deliberation N° 489/05 of the Brazilian measured reliably enough as an expense of the firm,
Securities and Exchange Commission (CVM) and same than disclosed in off balance sheet (in the
Statement NPC N° 22 of the Brazilian Institute of Auditors footnotes).

(IBRACON, 2005). Accounting for contingent liability, Specifically, the analyses focus on whether the prices
specifically the provision contingent liability, has been of shares in the stock market and the return’s expectation
controversial financial reports issues, because debate of market react by the disclosure of non-accrued
among accounting, managers, auditors, lawyers, regula- contingent liability in footnotes. It is based on estimates of
tors and accounting standard setters. The focus of realization, which depend on expectations about the
discussion on issues whether the estimation of the value future.
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The findings indicate that investors view the disclosure of
non-accrued contingent liability as expense of the firm
that reflected in their valuation assessments. It was found
a significant negative relation between (Panel 1, 2, and 3)
non-accrued contingent liability variable and share price.
These results can to indicate that the investors view and
understand this type information as a risk potential that
can be realized in the future. These results are adherents
as prior researches which analyze the effects of dis-
closed expenses in the footnotes, for example
Gopalakrishnan (1994), Rees and Stott (1998), Li (2002);
Bell et al (2002) and Belzile et al (2006).

The criteria adopted by firms to estimate the provision
represents a recommendation of International Accounting
Standards Boards (IASB). It argues that “a provision shall
be recognized when: (a) An entity has a present obli-
gation (legal or constructive) as a result of a past event;
(b) It is probable that an outflow of resources embodying
economic benefits will be required to settle the obligation;
and (c) A reliable estimate can be made of the amount of
the obligation. If these conditions are not met, no
provision shall be recognized. If these conditions are not
met, no provision shall be recognized” (IAS 37, par. 14).

Further, Brazilian accounting law requires firms that
participate in the capital market to adopt the
recommendations of the CVM and IASB.

IASB defines a contingent liability as “ (a) a possible
obligation that arises from past events and whose
existence will be confirmed only by the occurrence or
non-occurrence of one or more uncertain future events
not wholly within the control of the entity; or (b) a present
obligation that arises from past events but is not
recognized because: (i) it is not probable that an outflow
of resources embodying economic benefits will be
required to settle the obligation; or (ii) the amount of the
obligation cannot be measured with sufficient reliability”
(IAS 37, par. 10).

This paper proceeds as follows. The next section
summarizes discussion about disclosure of accounts off
balance Sheet and it discusses the possible effects of
understate CVM’s Deliberation N° 489/05 to classify a
contingent liability and related research. The section 3
outlines the research design. The section 4 describes the
data and descriptive statistics. The sections 5 and 6
present the findings and the section 6 concludes.

LITERATURE REVIEW
Disclosure Accounts off Balance Sheet

In some cases, companies should disclose information
that is up the net income, but that in the future will impact
on their results. This obligation imposed by law is a way
to reduce information asymmetry, which, according to
Hendriksen and Breda (1999), occurs when one of the

parties of a transaction has more information than
another.

As an example of this situation, can cite the treatment
of contingent liabilities in Brazil and the stock option-
based compensation in the USA. According to Aboody et
al. (2006), accounting for stock option-based compen-
sation is specified in Accounting Principles Board Opinion
(APB) No. 25 (APB, 1973)' and SFAS 123’ If a firm
measures the expense under APB 25, SFAS 123
requires disclosure of pro forma net income, which is
what net income would have been had SFAS 123
expense been recognized.

In this context, the Brazilian case, depending on the

probability of occurrence of contingent liabilities, they are
accrued or only disclosed in footnotes (non-accrued). The
effect of non-accrued contingent liabilities, in relation to
the Brazilian capital market, needs study. The Brazilian
Accounting’ rules recommend that determined transac-
tions those envelopment high levels of risk should be
recognized and disclosed in the off balance sheet, since
that there are high levels probability’s realization.
The enterprises in the Brazil should to follow the rules of
CVM’s Deliberation N° 489/05 to classify a liability
contingent. The CVM’s Deliberation N° 489/05 divides the
contingent liabilities in three groups:

Probable — the companies need to disclose the provision
account in the balance sheet and the results of periods.
Possible — the companies do not need to disclose the
provision account neither balance sheet or results of
periods. However, the companies are required to report
an estimate of possible loss in footnotes.

Remote - the companies are not required to provision
neither report it.

Similarly as research of Aboody et al (2004), the objec-
tive of this study is to determine whether the measuring
reliability problems are sufficient to render non-accrued
contingent liability as expense valuation relevant to
disclose it. In this context, Williams and Gongalves (2007)
argue that there is a criteria’s lack to define and to
analyze of contingent expenses. They affirm that this
facts have been classified of away equivocated concern
to of risks judgment to companies and are resultant in
estimative higher than that the prior.

Related Research

This study examines the value relevance of the disclosed

! Under APB 25, stock option-based compensation expense is based on the
difference at the measurement date between the stock price and option exercise
price. Because for most fixed option grants the exercise price equals the stock
price at the date of grant, the expense under APB 25 typically equals zero.

2 Under SFAS 123, the expense is calculated based on the option’s fair value at
grant date, and is not adjusted for subsequent changes in value. SFAS 123
expense is grant-date option value multiplied by the number of granted options,
amortized over the vesting period.



pro forma expense, more specifically, the potential non-
accrued contingent liability. The evidence from prior
studies generally suggests that the disclosures in the
footnotes are perceived as expenses and they are value
relevant and incorporated into share prices.

Gopalakrishnan (1994) investigate if investors, in
determining security prices, differentiate between infor-
mation recognized in the balance sheet and that disclosed
in the footnotes. The findings indicate that investors
appear to consider pension information disclosed in the
footnotes as value-relevant, given that an accrued
(prepaid) pension liability (asset) is also recognized in the
balance sheet. Second, investors attach equal impor-
tance to both sorts of pension information.

Rees and Stott (1998) employ pro-forma company
footnote disclosures to assess the value-relevance of
employee stock option compensation expense using the
fair value method as stipulated by Statement of Financial
Accounting Standard No. 123. They find a significant
association between the disclosed compensation
expense using the fair value method and firm value. This
result implies that the disclosed employee stock option
expense is a value-relevant measure and the incentives
derived from employee stock option plans provide value-
increasing benefits to the firm.

Li (2002) provides a theoretical analysis and empirical
investigation of the valuation implications of employee
stock options. The empirical results indicate the existence
of a cross-sectional negative association between share
prices and both outstanding employee stock options and
expected stock option expense. Li (2002) find that SFAS
123 footnote disclosures at 10-K filings communicate
useful information about employee stock options to
investors.

Bell et al. (2002) investigate the relation between share
price and SFAS No. 123 expense and they find an
insignificant relation between share price and their stock-
based compensation expense variable for a sample of
profitable computer software firms. But, according to
Aboody et al. (2004) these results for computer software
firms could not be extend to other industries.

Aboody et al. (2004) investigate the relation between
share price and stock-based compensation expense that
is disclosed but not recognized under Statement of
Financial Accounting Standards (SFAS) No. 123, control-
ling for net income, equity book value and expected
earnings growth. They find stock options are viewed as
an expense and are negatively associated with share
price. They find that investors view SFAS No. 123 (stock-
based compensation) expense as an expense of the firm,

® SFAS No. 123 requires firms to disclose (in footnotes to the financial
statements) the pro forma effects on earnings of employee compensation
expense attributable to amortizing the fair value of employee stock options at
the grant date. However, SFAS No. 123 does not generally require firms to
recognize this employee stock options related compensation expense in the
income statement, although it encourages firms to do so (Bell et al, 2002).
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and as sufficiently reliable to be reflected in their
valuation assessments.

Belzile et al. (2006) examine whether changes in the
way stock option compensation is reported (recognition
as an expense in the income statement or note dis-
closure of pro forma net income and earnings per share)
affect financial statement users' judgments and invest-
ment decisions. The results indicate that the reporting
method does indeed significantly influence subjects'
judgment of the expected stock price direction, but has
no material influence on their investment decisions.

Laux and N’Dir (2007) investigate market reaction to
SFAS 123 Revised, which requires companies to
recognize the fair value of employee stock options as
expense on the income statement. Using a sample of 128
firms for the 2004 and 2005 periods, they find that
markets have efficiently incorporated information formerly
disclosed only in footnotes to the financial statements,
effectively nullifying the argument that formally
recognizing the expense would have a deleterious effect
on stock prices of firms offering this type of compen-
sation. The results indicate that the market values stock-
based compensation expense efficiently whether dis-
closed or recognized formally in the financial statements.

Niu and Xu (2009) examine the market valuation of
employee stock option expenses recognized by using the
fair value approach under the Canadian Institute of
Chartered Accounts Handbook section (CICA HB) 3870.
Based on a sample of Canadian public firms traded on
the Toronto Stock Exchange (TSX), they find that
investors value employee stock option expenses
differently prior to and after the implementation of the
new standard. Specifically, pro forma compensation
expenses disclosed prior to the new accounting
regulation are negatively associated with annual stock
returns, suggesting that the market interprets these
expenses to have negative valuation consequences. In
contrast, recognized stock option expenses from using
the fair value approach mandated by the CICA HB 3870
are positively associated with stock returns, indicating
that the market now interprets these expenses as a type
of “asset” that contributes positively to firm valuation.

Hitz (2009) investigates the incidence and motives for
disclosure of so-called ‘pro forma earnings’ — voluntarily
disclosed earnings metrics that modify the bottom-line
number of the income statement to arrive at a (more)
representative income presentation. The results indicate
that firms make extensive use of so-called earnings
before-metrics and, more importantly, of pure non-GAAP
performance measures, both in terms of frequency and
reporting emphasis. This is accompanied by a low
average level of transparency for non-GAAP adjust-
ments. Multivariate analysis of determinants yields that
both informative and strategic motives drive pro forma
earnings disclosure decisions, and that recent regulatory
recommendations have had no discernible impact.
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MATERIALS AND METHODS

The first set of tests focuses on determining whether expenses
disclosed in footnotes under CVM’s Deliberation N° 489/05 and
IBRACON'’s Statement NPC N° 22 explain disclosed option value
estimates of the firms. In particular, the inferences were based on
the following equation:

P, = a,BV, + a,NI, + 2, ACL,, +,NACL,, +at, ASSET, +

11 19 2
+ 225aQit + Zzyssit + zzgchGit + ei,t
a= 5= cg=:

(A)

Pi: is share price, BVi; is equity book value, Nl is net income ACLj
is accrued contingent liability, NACL; is non-accrued contingent
liability*, ASSET is the asses value. All variables were measured at
quarterly-end and fiscal year-end i and t denote firm and period.

Three control's variables were imputed: periods (Q); industry or
sector (S); and corporate governance’s level (CG). Q is period
dummy variable; S is sector or industry dummy variable; and CG is
corporate governance’s level dummy variable which equals 1 (one)
if firm i is in the Level 1, Level 2 or New Market of corporate
governance’s levels of the BOVESPA and zero otherwise.
Subscripts i and t denote firms and period.

Thus, the estimate (Equation A) permits to test whether the
effects of NACL; (non-accrued contingent liability) are associated
with the variation of the P;i (share price) of firms. Besides three
vectors of control variables were included, which also are
described.

The first analyses were based on a model deflated by number of
shares outstanding and at the end of the year which comprises
following variables BV, NI, ACL, NACL and ASSETS. All equation
was estimated using robust regression.

The model (A) is consistent with Ohlson (1995), because Liu and
Ohlson (2000) and Ohlson (2001) show that the expected future
abnormal earnings are reflected in equity price before they are
reflected in equity book value and net income.

The operational earning of firm does not include the expense of
NACL. Thus, it is expected which ACL can capture the impacts
associated disclosed NACL in the footnotes (off balance sheet) no
reflected in net income.

It is believed that expense as NACL can is likely related with
expectative of growth operational income. Based on prior research,
it was also predicted ai, az, and as are positive. Thus, if investors
view NACL as a future expense of the firms, and to the extent that
any effect associated or reflected on net income, equity book value,
and expected earnings grow, thus it was predicted a,s with signal
negative.

To investigate whether disclosed NACL in the footnotes (off
balance sheet) on a timely base change in investor-perceive costs-
perceptive cost associate with expense NACL, it was estimated:

RET, = a,NI,, + a,ANI,, + @, ACL,, +a,NACL,, + a,Assets, +

11 19 2
+2 8,Qu+ 2 7S+ D &, CCy +E,
a=2 s=2

cg=2

(B)

RET; is annual share return and/or quarterly, and A denotes annual

4 The liabilities analyzed in this study represent just the liability estimate and
disclosed in the footnotes, because the CVM’s Deliberation N° 489 and the
IBRACON’s Statement NPC N° 22 recommend which to account the
contingent liabilities only whether the levels of risk is considered possible.

change, A Nl is net income, ACL; is accrued contingent liability,
and NACL; is non-accrued contingent liability®. All variables were
deflated by share price at the beginning of quarterly or year i and t
denote firm and period.

Data and descriptive statistics

The data for firms were collected in the Economatica® Database
and the firms listed in the Securities and Exchange Commission of
Brazil (CVM, 2008) and in the S&o Paulo Stock Exchange
(BOVESPA, 2008). The firms were ranked by BOVESPA’s corpo-
rate governance levels. According to these levels of the corporate
governance, the firms are divided into three categories: Level 1,
Level 2 and New Market.

To identify firms that published non-accrued contingent liability
(NACL), were analyzed 3.180 footnotes published off balance
sheet. It was selected a sample between 96 to 159 firms with a total
of 1.908 observations, during the periods from 2006 to 2010, that
comprised 20 quarterly. It was identified that in average 67,15% of
firms disclosed non-accrued contingent liability in the footnotes and
91,24% of firms had accrued contingent liability .

The data were collect from financial statements footnotes of
firms. It was identified the nature of contingent liabilities, for
examg)le: 27,07% civil, 29,45% fiscal, 23,70% and 19,77% other
types”.

It was used panel data, according to Pindyck and Rubinfeld
(2004), Gujarati (2006) e Favero et al (2009), allows, among other
features: increase considerably the sample size; increased number
of observations, increasing the degrees of freedom and efficiency of
the data; reduction of problems of multicollinearity of explanatory
variables; intertemporal dynamic, represented by the mix between
the cross-sections and time series; data more informative, and
study more complex behavioral models. The sample of work can be
considered an unbalanced panel because it has different numbers
of observations of court for each year.

RESULTS

Tables 1 and 2 show the summary statistics from the
equation 1 and the equation 2.

P, = ,BV, + a,NI,, + a;NACL, + a. ASSET, +

11 19 2
+Z§aQit +Z7/ssit + chgCG“ i
a=2 s=2

cg=2

The results of the Equations 1 and 2 (Panel 1 and Panel
2) showed that the model based in the data deflated by
number of share outstanding is able to capture the effect
that the market give to non-accrued contingent liability in
the footnotes. Thus, it seems that the market has
absorbed this potential risk (information) and it has

® The liabilities analyzed in this study represent just the liability estimate and
disclosed in the footnotes, because the CVM’s Deliberation N° 489/05 and the
IBRACON’s Statement NPC n ° 22, recommended to account the contingent
liabilities only whether the levels of risk is considered possible.

© Others type represents the contingent liabilities as: environment, customers
and suppliers.
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Table 1.Summary Statistics from Regression Equation 1(Panel 1)

PRICE(10) Coef. Std. Err.  t-statistic  P>|t]
BV 0.022477 0.032237 0.70 0.486
NI 0.017093 0.100673 0.17 0.865
ACL 0.010682 0.113726 0.09 0.925
NACL -0.04793 0.02302 -2.08 0.037**
ASSET 0.056181 0.009425 5.96 0.00*
Constant 4.62449 1.163949 3.97 0.00*
n. Obs. 1678

Statistic-F 32.78

(Prob.) 0.000

R-squared 0.4586

Notes: *Significance level 1%; **Significance level 5%; ***Significance level

10%.

PRICE is share price, BV is equity book value, NI is net income, ACL is

accrued contingent liability, and NAC

L non-accrued contingent liability.

In equation 1, it was considered the average price for 10 days before and after
the publication of financial statements.
In equation 2, it was considered the average price for 20 days before and after
the publication of financial statements.

Table 2. Summary Statistics from

Regression Equation 2(Panel 2)

PRICE(20) Coef. Std. Err. t-statistic P>|t|
BV 0.0249479 0.03264 0.76 0.445
NI 0.0115341 0.099698 0.12 0.908
ACL -0.015192 0.110519 -0.14 0.891
NACL -0.053768 0.022607 -2.38 0.018**
ASSET 0.0574696 0.009245 6.22 0.00*
Constant 4.,442215 1.165904 3.81 0.00*
n. Obs. 1696
Statistic-F 32.23
(Prob.) 0
R-squared 0.4592
Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

PRICE is share price, BV is equity book value, NI is net income, ACL is
accrued contingent liability, and NACL non-accrued contingent liability.
In equation 1, it was considered the average price for 10 days before and

after the publication of financial stat:
In equation 2, it was considered the
after the publication of financial stat:

demanded a premium for disclosed risk by the company.

In the Equations 1 and 2, were inserted more three
dummies variables as control variables: periods (Q); cor-
porate governance’s levels (CG); and sector or industry
(S). Therefore, when were added others variable of
control the results present better performance. However,
just the coefficient of sector or industry dummy variable
or sector was not significant.

Tables 3 and 4 show the summary statistics from the
equation 3 and equation 4. It was analyzed if NACL has

ements.
average price for 20 days before and
ements.

significant impact for a sample of companies that
presented a loss in the periods analyzed.

The results of the Equation 3 and 4 (Panel 3 and 4) indi-
cated that the model deflated'® too was able to capture
the effect that the market gives to non-accrued contingent
liability in the footnotes. However, just the coefficient of

10 All variables were deflated by share price at the beginning of quarterly or
year.



4016 Afr. J. Bus. Manage.

Table 3. Summary Statistics from Regression quation(Panel 3)

PRICE(10) Coef. Std. Err.  t-statistic P>|t|
BV 0.129487  0.057357 2.26 0.026**
NI 0.269126  0.433268 0.62 0.536
ACL -0.47765 0.242798 -1.97 0.051***
NACL -0.12381 0.026716 -4.63 0.00*
ASSET 0.088991  0.021689 4.1 0.00*
Constant -9.46386  3.714809 -2.55 0.012*
n. Obs. 173

Statistic-F 6.01

(Prob.) 0

R-squared 0.8011

Notes: *Significance level 1%,; **Significance level 5%; ***Significance level

10%.

PRICE is share price, BV is equity book value, NI is net income, ACL is
accrued contingent liability, and NACL non-accrued contingent liability.

In equation 3, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 4, it was considered the average price for 20 days before and
after the publication of financial statements.

Table 4. Summary Statistics from Regression Equation 2 (Panel 4)

PRICE(20) Coef. Std. Err. t-statistic P>|t|
BV 0.1229806 0.054582 2.25 0.026**
NI 0.2129522 0.419676 0.51 0.613
ACL -0.462843 0.242044 -1.91 0.058***
NACL -0.121223 0.025101 -4.83 0.00*
ASSET 0.0876447 0.021801 4.02 0.00*
Constant -9.422475 3.769644 -2.5 0.014**
n. Obs. 174 0.026**
Statistic-F 6.0071 0.613
(Prob.) 0 0.058***
R-squared 0.7998 0.00*

Notes: *Significance level 1%; **Significance level 5%; ***Significance level 10%.
PRICE is share price, BV is equity book value, NI is net income, ACL is accrued
contingent liability, and NACL non-accrued contingent liability.

In equation 3, it was considered the average price for 10 days before and after the

publication of financial statements.

In equation 4, it was considered the average price for 20 days before and after the

publication of financial statements.

sector or industry dummy variable or sector was not
significant.

It was found that the effects of non-accrued contingent
liability on the stock prices have more impacts for
companies that have losses. Therefore, in addition, the
signal of the coefficient of the variable NACL was as
expected and significant.

To investigate whether non-accrued contingent liability
reflects on a timely basis in investor perceived associated
with this risk. It was used the proposed model by
Bushman et al. (2004). Additionally, three control varia-

bles were included: industries, periods, and corporate
governance’s levels. Thus, the following equation was
estimated:

RET,, = o, NI, + a,ANI, + a, ACL;, + o, NACL,, + o, ASSET,, +

11 19 2
+25aQil +Z7/ssn + ZQZCQCGH +€;,
a=2 5=2

cg=2

Where RET is quarterly return of share price, and A
denotes quarterly change.
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Table 5. Summary Statistics from Regression Equation 5 (Panel 5)

RET (10) Coef. Std. Err. t-statistic P>|t|
NI 0.001758 0.000803 2.19 0.029**
ANI 0.00165 0.000835 1.98 0.048**
ASSET -2.05E-05 0.000053 -0.39 0.699
ACL 0.000273 0.000689 0.4 0.69
NACL 1.69E-06 0.000178 0.01 0.99
Constant -0.02382 0.012887 -1.85 0.065***
n. Obs. 1648
Statistic-F 3.25
(Prob.) 0
R-squared 0.0511
Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, ACL is accrued contingent liability,
and NACL is non-accrued contingent liability.

In equation 5, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 6, it was considered the average price for 20 days before and
after the publication of financial statements.

Table 6. Summary Statistics from Regression Equation 6 (Panel 6)

RET (20) Coef. Std. Err. t-statistic ~ P>|t|
NI 0.003353 0.0012343 2.72 0.007*
ANI 0.001866 0.0010184 1.83 0.067***
ASSET -6.84E-05 0.0000631 -1.08 0.279
ACL -0.00094 0.0009645 -0.98 0.33
NACL 0.000151 0.00018 0.84 0.402
_ Constant  -0.01309 0.0170043 -0.77 0.442
n. Obs. 1665

Statistic-F 3.92

(Prob.) 0

R-squared 0.0726

Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI is
net income, ASSET is the asses value, ACL is accrued contingent liability, and
NACL is non-accrued contingent liability.

In equation 5, it was considered the average price for 10 days before and after
the publication of financial statements.

In equation 6, it was considered the average price for 20 days before and after
the publication of financial statement.

In the panel 5 and 6, it was estimated if return of share
price has captured the effects that the market gives to
non-accrued contingent liability disclosed in the
footnotes. Tables 5 and the 6 show the summary statis-
tics from the equation 5 and the equation 6.

For the results of both equations, considering all the

! The model used was proposed by Bushman et al (2004).

companies, it was not possible to identify whether stock
returns have absorbed risks contingency not provided,
but disclosed in the notes.

The results did not allow concluding that there is not
significant evidences of the usefulness and timeliness of
variation of NACL and ACL. Only the NI and ANI variables
showed significant.

In the panel 7 and 8, it was estimated if return of share
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Table 7. Summary Statistics from Regression Equation 7 (Panel 7)

RET(10) Coef. Std. Err. t-statistic P>|t|
NI 0.001233 0.000758 1.63 0.104
ANI 0.001379 0.000805 1.71 0.087***
ASSET 1.24E-05 5.76E-05 0.22 0.829
ACL 0.000649 0.000753 0.86 0.389
NACL -0.00078 0.000302 -2.58 0.01*
Constant -0.02121 0.013243 -1.6 0.109
n. Obs. 1426

Statistic-F 3.49

(Prob.) 0

R-squared 0.0651

Notes: *Significance level 1%,; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI is
net income, ASSET is the asses value, ACL is accrued contingent liability,
and NACL is non-accrued contingent liability.

In equation 5, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 6, it was considered the average price for 20 days before and
after the publication of financial statements

Table 8. Summary Statistics from Regression Equation 8 (Panel 8)

RET(20) Coef. Std. Err. t-statistic P>|t|
NI 0.00269 0.001253 2.15 0.032**
ANI 0.001981 0.001093 1.81 0.07***
ASSET -7E-05 6.72E-05 -1.05 0.295
ACL -0.0004 0.001012 -0.39 0.694
NACL -0.00034 0.000632 -0.54 0.592
Constant -0.01365 0.024941 -0.55 0.584
n. Obs. 1442

Statistic-F 3.44

(Prob.) 0

R-squared 0.0835

Notes: *Significance level 1%; **Significance level 5%; ***Significance
level 10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, ACL is accrued contingent
liability, and NACL is non-accrued contingent liability.

In equation 5, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 6, it was considered the average price for 20 days before and
after the publication of financial statements.

price has captured the effects that the market gives to
non-accrued contingent liability disclosed in the foot-
notes. But, it was considered only companies that had
earnings in the periods studied. Tables 7 and 8 show the
summary statistics from the equation 7 and the equation
8.

The results of panel 7 show that when are analyzed the

companies that had earnings in the periods studied, a
window of 10 days before and after, return of share price
has captured the effects that the market gives to non-
accrued contingent liability disclosed in the footnotes.
But, considering a time window of 20 days, the co-
efficients were not statistically significant.

In the panel 9 and 10, it was estimated if return of



Table 9. Summary Statistics from Regression Equation 9 (Panel 9)

RET (10) Coef. Std. Err. t-statistic P>|t|
NI 0.017519 0.008756 2 0.047**
ANI 0.000215 0.00344 0.06 0.95
ASSET 6.57E-05 0.00036 0.18 0.855
ACL -0.00025 0.001844 -0.13 0.894
NACL 0.000371 0.00028 1.32 0.188
Constant 0.000941 0.066482 0.01 0.989
n. Obs. 170

Statistic-F 0.12

(Prob.) 0

R-squared 0.3015

Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, ACL is accrued contingent liability,
and NACL is non-accrued contingent liability.

In equation 9, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 10, it was considered the average price for 20 days before and
after the publication of financial statements.

Table 10. Summary Statistics from Regression Equation 10 (Panel 10)

RET (20) Coef. Std. Err. t-statistic P>|t|
NI 0.0263522 0.012686 2.08 0.04
ANI -0.0041445 0.00525 -0.79 0.431
ASSET -0.0004386  0.000551 -0.8 0.427
ACL -0.0006439  0.003188 -0.2 0.84
NACL 0.0008349 0.000471 1.77 0.079***
Constant -0.2205799  0.076974 -2.87 0.005*
n. Obs. 170

Statistic-F 0.21

(Prob.) 0

R-squared 0.2128

Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, ACL is accrued contingent liability,
and NACL is non-accrued contingent liability.

In equation 9, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 10, it was considered the average price for 20 days before and
after the publication of financial statements.

share price has captured the effects that the market gives
to non-accrued contingent liability disclosed in the
footnotes. But, it was considered only companies that are
making losses in the periods studied.

The Table 9 and the Table 10 show the summary
statistics from the equation 9 and the equation 10. The
results of panel 10 show that return of share price has
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captured the effects that the market gives to non-accrued
contingent liability disclosed in the footnotes.

Additional analyses

It was done some additional analyzes that has as
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Table 11. Summary Statistics from Regression Equation 11(Panel 11).

RET (10) Coef. Std. Err.  t-statistic  P>|t|

NI 0.0013766  0.00063 2.18 0.029**
ANI 0.0010981 0.000691 1.59 0.112
AACL 0.0015311 0.00088 1.74 0.082***
ANACL -0.000337 8.31E-05 -4.06 0.00*
ASSET 0.0000303 5.28E-05 0.57 0.566
Constant -0.025052  0.013459 -1.86 0.063***
n. Obs. 1364

Statistic-F 4.33

(Prob.) 0

R-squared 0.0786

Notes: *Significance level 1%; **Significance level 5%; ***Significance level
10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, A ACL is accrued contingent
liability, and A NACL is non-accrued contingent liability.

In equation 11, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 12, it was considered the average price for 20 days before and

after the publication of financial statements.

objective to measure the effects of potential risks of
contingent liability disclosed in the footnotes about return
of share price has captured the effects that the market.

RET, = a,NI, +a,ANI, +a,ANACL,, +ar,AACL, +r, ASSET, +

11 19 2
z5aQn + z7ssn + Z‘ﬁchGit +e,
a=2 s=2

cg=2

Considering only companies that had earnings in the
periods studied, the results presented in the panel 11 and
12 show that return of share price has captured the
effects that the market gives to variation of non-accrued
contingent liability, disclosed in the footnotes. The
coefficients were statistically significant and the sign of
the coefficient ANACL was as expected. Tables 13 and
14 show the summary statistics from the equation 13 and
the equation 14.

In the panel 13 and 14, it was estimated if return of
share price has captured the effects that the market gives
to non-accrued contingent liability disclosed in the
footnotes. But, it was considered only companies that are
making losses in the periods studied. The coefficients, in
both panels (13 and 14), were statistically significant and
the signal of the coefficient of the ANACL was as
expected.

Summary and concluiding remarks

This study investigated the relation between share price

and non-accrued contingent liability not recognizes in net
income under CVM’s Deliberation N° 489/05, but
disclosed in the footnotes. Two models'” were used to
evaluate the impact of the NACL (non-accrued contingent
liability) on share price and on return of share price. It
was used with asset, industry, period of published and
corporate governance’s levels with control variables.
3.180 footnotes were analyzed from periods 2006 to
2010 of 159 companies of different sectors, in twenty
quarterlies. These companies are listed in different
Exchange. Fourteen models were estimated, where: (i)
four estimative relate share price to the NACL variable;
and (ii) ten estimative examine the relationship between
return of share price with the NACL variable.
Additionally, the companies were divided into two groups:
profitable’ STabIe 7 and 8; Table 11 and 12) and
unprofitable'® (Table 3 and 4; Table 9 and 10; Table 13
and 14; Appendix 1.

The expectations were that there was a negative rela-
tion between the non-accrued contingent liability (NACL)
variable and share price. It was found a significant
statistically relationship to the share price. The relation
between the non-accrued contingent liability (NACL)
variable and return of share price was negative and

12 (i) The model share price is based on model proposed by Ohlson (1995); Liu
and Ohlson (2000); Ohlson (2001); and (ii) The model share return was
proposed by Bushman et al. (2004). These models were used by Aboody,
Barth and Kasznik (2004).

corporate governance’s levels of the Sdo Paulo Stock

1% Companies that have obtained net profit in the period analyzed.

4 Companies that have obtained loss in the period analyzed.



Table 12. Summary Statistics from Regression Equation 12 (Panel 12)

Rezende et al.

4021

RET (20) Coef. Std. Err. t-statistic P>|t|
NI 0.0021985 0.0009395 2.34 0.019**
ANI 0.0019148 0.0009805 1.95 0.051***
AACL 0.0008188 0.0011304 0.72 0.469
ANACL -0.0001944 0.0001199 -1.62 0.10***
ASSET -0.0000461 0.0000618 -0.75 0.455
Constant -0.0250515 0.0134593 -1.86 0.063
n. Obs. 1380

Statistic-F 3.38

(Prob.) 0

R-squared 0.091

Notes: *Significance level 1%; **Significance level 5%; ***Significance level

10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, A ACL is accrued contingent
liability, and A NACL is non-accrued contingent liability.

In equation 11, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 12, it was considered the average price for 20 days before and
after the publication of financial statements.

Table 13. Summary Statistics from Regression Equation 13 (Panel 13)

RET (10) Coef. Std. Err. t-statistic P>|t|
NI 0.023584 0.009816 24 0.018*
ANI -0.00041 0.00526 -0.08 0.938
AACL -0.00167 0.00184 -0.91 0.365
ANACL 0.000526 0.000246 2.14 0.04**
ASSET -0.00034 0.000161 -2.12 0.036**
Constant -0.02658 0.061505 -0.43 0.666
n. Obs. 169

Statistic-F 0.12

(Prob.) 0

R-squared 0.343

Notes: *Significance level 1%; **Significance level 5%; ***Significance level

10%.

RET is quarterly return of share price, and A denotes quarterly change, NI
is net income, ASSET is the asses value, A ACL is accrued contingent
liability, and A NACL is non-accrued contingent liability.

In equation 9, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 10, it was considered the average price for 20 days before and
after the publication of financial statements.

significant in the panel 7.

In the panel 10, it was found a significant statistically
relationship between the RET'® and the NACL variables.
But, the effects find were not of according to expect. The
coefficient was significant statistically, but the signal was
contrary to expectations. Additionally, in panel 11 and

18 In this analyze all variables accounts were deflated just by number of shares
outstanding and at the end-year.

panel 12, the relationship between the RET and the
ANACL was negative and significant statistically.

The primary results of this study found that the non-
accrued contingent liability disclosed in the footnotes
understates CVM'’s Deliberation N° 489/05 is perceived
by share price. In particular, the findings were consistent
with the results of Aboody et al (2004) that found that
stock options are viewed as an expense and they are
negatively associated with share price. Aboody et al
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Table 14.Summary Statistics from Regression Equation 14 (Panel 14)

RET (20) Coef. Std. Err. t-statistic P>|t|
NI 0.030213 0.016821 1.8 0.075**
ANI 0.000102 0.011477 0.01 0.993
AACL -0.00518 0.00344 -1.51 0.135
ANACL 0.000896 0.000371 2.42 0.017**
ASSET -0.00097 0.000325 -2.98 0.003*
Constant 0.039526 0.094222 0.42 0.676
n. Obs. 169

Statistic-F 0.17

(Prob.) 0

R-squared 0.363

Notes: *Significance level 1%,; **Significance level 5%; ***Significance level

10%.

RET is quarterly return of share price, and A denotes quarterly change, NI is
net income, ASSET is the asses value, A ACL is accrued contingent liability,
and A NACL is non-accrued contingent liability.

In equation 9, it was considered the average price for 10 days before and
after the publication of financial statements.

In equation 10, it was considered the average price for 20 days before and
after the publication of financial statements.

(2004) found that investors view SFAS N° 123 (stock-
based compensation) expense as an expense of the firm,
and as sufficiently reliable to be reflected in their
valuation assessments.

This suggests that managers believe that even though
non-accrued contingent liability to be disclosed in the
footnotes and not recognized as expense, it is relevant to
financial statement users. More importantly, the findings
suggest that some concerns about the overall reliability of
non-accrued contingent liability disclosed in the footnotes
are not warranted. It was left it to standard setters to
determine whether the effects of discretion on reliability
are sufficient to cause them concern and, if so, how such
effects can be mitigated.

The study was silent on the potential implications of
changing the accounting treatment of non-accrued
contingent liability instituted by the CVM'’s Deliberation N°
489/05 and the IBRACON’s Statement NPC N°¢ 22.
Although expense did not have seen recognition would
likely provide managers with greater incentives to
understate the expense, it would also likely increase
costs related to audit, regulatory enforcement, and
scrutiny by investor groups associated with doing so.

Three limitations were identified: (i) the composition of
the sample because include only companies listed in one
of three corporate governance’s levels of the S&o Paulo
Stock Exchange (BOVESPA) — Level 1, Level 2 and New
Market; (i) The number of companies surveyed, and (iii)
Many companies do not report the values of contingency
liabilities in their footnotes, even being required to
publish.

For future research, it is suggested examining the type

of provision represents an important information for the
market or if the relationship is restricted only to aggregate
information. Besides the increase time analyzed and
number of companies.
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APPENDIX

Table 15. Descriptive analysis.

Variable Obs Mean Std. Dev. Min Max
Price 10 2762 15.27267 11.45781 0.24 73.59
Price 20 2793 15.16689 11.46699 0.26 73.5
RET 10 2718 0.001185 0.117826 -0.75 0.82
Reto 20 2753 0.006317 0.161678 -1.42 0.8
ACL 2420 1.587979 4.926686 O 132.61
AACL 2427 0.314343 13.47868 -131.53 613.5
NACL 1946 2.168099 10.94377 O 322.95
ANACL 1907 0.14688 14.21017 -322.95 322.95
BV 2602 17.96759 55.02461 -17.8 988.67
BV-ACL 2721 15.78032 53.46281 -131.61 988.67
NI 2597 1.643092 15.5832 -26.48 759.95
ANI 2610 0.411169 15.42658 -57.52 759.95
ASSET 2592 46.70926 79.48971 O 983.48
Table 16. Pearson correlation analysis.
Pricel0 Price20 Retl0 Ret20 ACL AACL NACL ANACL BV BV-CL NI ANl Asset
Pricel0  1.00
Price20  1.00 1.00
Sig 0.00
Ret10 0.02 0.01 1.00
Sig 0.41 0.44
Ret20 -0.02 -0.02 0.71 1.00
Sig 0.32 0.34 0.00
ACL 0.19 0.19 0.03 0.01 1.00
Sig 0.00 0.00 0.15 0.66
AACL -0.03 -0.03 0.01 -0.01 0.54 1.00
Sig 0.18 0.22 0.66 0.80 0.00
NACL 0.11 0.11 0.02 0.01 0.29 0.09 1.00
Sig 0.00 0.00 0.34 0.61 0.00 0.00
ANACL 0.00 0.00 0.00 0.00 0.09 0.17 0.86 1.00
sig 0.90 0.97 0.86 0.98 0.00 0.00 0.00
BV-liq 0.12 0.12 0.04 0.02 0.34 0.05 0.20 0.00 1.00
sig 0.00 0.00 0.08 0.30 0.00 0.02 0.00 0.90 0.90
BV-ACL 0.10 0.10 0.03 0.02 0.17 -0.05 0.22 0.00 1.00 1.00
Sig 0.00 0.00 0.08 0.25 0.00 0.01 0.00 0.97 0.00
NI 0.04 0.04 0.03 001 035 007 021 -001 045 044 1.00
Sig 0.04 0.03 0.22 0.67 0.00 0.00 0.00 0.68 0.00 0.00
ANI -0.02 -0.02 0.02 0.01 019 0.24 0.13 0.08 0.05 0.04 0.96 1.00
Sig 0.37 0.36 0.27 0.53 0.00 0.00 0.00 0.00 0.01 0.05 0.00
Asset 0.32 0.32 0.05 0.03 042 0.04 0.19 0.00 0.71 0.68 0.46 0.08 1.00
Sig 0.00 0.00 0.03 0.14 0.00 0.04 0.00 0.85 0.00 0.00 0.00 0.00




Table 17. Sectors of Companies.

Sectors Number %
Agriculture 3 1.89
Food and beverages 9 5.66
Trade 7 4.40
Construction 22 13.84
Electronics 2 1.26
Electricity 14 8.81
Finance and Insurance 19 11.95
Industrial Machinery 3 1.89
Mining 2 1.26
Minerals Metallurgy 2 1.26
Other 31 19.50
Paper 3 1.89
Oil and Gas 1 0.63
Chemistry 5 3.14
Steel & Metallurgy 9 5.66
Software and Data 2 1.26
Communications 3 1.89
Textiles 6 3.77
Transport and Services 11 6.92
Vehicles and parts 5 3.14
TOTAL 159 100.00
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