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Intangibles as Source of Effective Returns in the Iberian Stock
Exchange Markets

llidio Tomas Lopes and Maria Manuela Martins
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ilidio.tomas.lopes@iscte.pt

manuela.martins@iscte.pt

Abstract: Literature has assigned to intangible assets the ability to generate future inflows, depending from the rights or
privileges that the ownership impacts on the business. In the knowledge based economy, value of business has strengthened
the identification of the gap between companies’ accounting and market values. Many companies attempt to manage the
value of their intangibles, reporting them to stakeholders. Thus, if intangibles are associated to expected returns, a positive
impact on turnover, and on other key performance indicators, is expected. This paper aims the identification of that impact
and, furthermore, to evidence the typology of intangibles recognized and disclosed on the annual accounts. Data relates to
127 listed companies in the Iberian Stock Exchange Markets. Multiple regression was run towards the identification of the
relationship between turnover and independent variables (e.g. intangibles capitalized in the statement of financial position;
intangibles information compliance and disclosure index; human capital). Based on the theoretical model and predicted
assumptions, empirical evidence has provided a statistically significant and reasonable basis towards the identification of
variables embedded on intrinsic immateriality which can predict the businesses’ turnover.

Keywords: intangibles, information disclosure and compliance index, Euronext Lisbon, Bolsas y Mercados Espafioles

1. Introduction

1.1 Scope

Over the last decade, new categories of intellectual capital have been emerged. According Edvinsson et al.
(1997), intellectual capital can be split into four categories: human capital, structural capital, organizational
capital, and relational capital. However, Schiuma et al. (2008) refer to social and stakeholder capital, however
as subsets of organizational capital and structural capital, respectively. Human capital incorporates the skills,
intellect, attitudes, talent, and other tacit knowledge embodied in employees and management bodies.
Relational capital relates to the network developed between organizations and their internal and external
stakeholders. This network represents the ability to create synergies within the entire value system.
Organizational capital captures the flow of information while structure capital embodies the most visible side of
individual capabilities employed in the organizational structure. It is usually externalized by patents, licenses,
software, products, and processes. Social capital is managed as the network with social and economic agents.
Stakeholder capital is a subset of structural capital and privileges the contribution of certain stakeholder group
such as customers, suppliers, or companies, acting in the same value system. From a pure accounting
perspective, those invisible resources, classified as “Intangible Assets”, have a potential value but, due to their
volatile nature and difficulties in their measurement, are sometimes excluded from the financial statements.
However, based on their linkage and contribution for businesses, we argue about their importance and impact
on stakeholders’ financial statements fair and true overview and subsequent actions. Traditional financial
reports, based on traditional accounting rules that exclude the recognition of potential returns, seem to be
irrelevant for decision making. Thus, intangibles identification and measurement approaches can contribute for
a better decision if clearly and comprehensively accounted and reported.

Intangible expenditures, according the international accounting standard n238 (IAS 38), must be capitalized and
recognized as intangible assets in the companies” statement of financial position if control exists by the owner,
if they are identifiable, and if future returns are expected to flow for the owner. Thus, it is expected that the
accounting treatment of intangible expenditures affect the companies’ future returns, in particular their
performance indicators. This paper aims to evidence whether intangible assets recognition and information
disclosures affect, or not, the company’s turnover in the subsequent year. Furthermore, according to
international accounting standards, intangibles have the potential ability to generate future returns within an
expected useful life period. Complementarily, this research also intends to identify the categories of intangibles
that are effectively capitalized by the Portuguese and Spanish non-financial listed companies.
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2. Innovation based assets

2.1 The accounting and financial perspective

Social sciences usually classify intangibles as knowledge resources (Nonaka and von Krogh, 2009; Miller and Choi,
2010; Tsai et al., 2013), as intellectual capital (Edvinsson et al. 1997; Schiuma et al. 2008; Chang and Hsieh, 2011;
Celenza and Rossi, 2014), or as intangible assets (Lev, 2001; Lopes and Rodrigues, 2007; Ittner, 2008; Tanfous,
2013). Dependent from accounting rules and measures, authors like Brockington (1996), Lev (2001), Andriessen
(2004), and Cohen (2005), argue about their impact on businesses and on company’s value creation. Thus,
intangibles have been historically treated as an aggregated amount (goodwill), which represents, in nature, a
residual, incorporating all intangibles that cannot be identified nor separately measured. However, this residual
can be an important source of potential future returns (Zhang, 2013), however driven by factors not separately
identified nor managed.

According to Blair and Wallman (2003:451) “intangibles are non-physical factors that contribute to, or are used
in, the production of goods or the provision of services or that are expected to generate future productive benefits
to the individuals or firms that control their use”. Lev (2001:5) defines those resources as “a claim to future
benefits that does not have a physical or financial (a stock or a bond) embodiment. From an accounting
perspective, an intangible is a “nonfinancial asset without physical substance that is held for use in the production
or supply of goods or services or for rental to others, or for administrative purposes, which is identifiable and ais
controlled by the enterprise as a result of past events, and from which future benefits are expected to flow” (IFRF,
2004). A patent, a brand, and a unique organizational structure (for example an Internet based supply chain)
that generate cost savings are intangible assets. Broadly, a typical intangible asset cannot be bough or sold in
an organized market, the verification of its existence may be impossible, it may not have a finite life, its value
can fluctuate (which means that it should be submitted to the impairment analysis) and, sometimes, it is strongly
interlinked with a specific activity, product/service or business. Hence, intangible assets are commonly
development expenditures, patents and trademarks, brand names, databases, human know-how, strategic
alliances and processes. Despite that, individuals and companies have an expected future return, based on
intangibles recognition and management. Expenditures in research and development, advertising and other
similar outflows, should be immediately expensed even they traduce expected future returns. However,
according Lev and Sougiannis (2003), Wang (2011), Serrano-Bedia et al. (2012), and Besharati et al. (2012), firms’
innovation capital (e.g. R&D expenditures, software, patents, technical design) is associated with subsequent
returns.

An intangible asset is anything that has no physical existence or is investment but has structural, organizational,
and relational value to the owner. Those assets are typically long-term resources that cannot be measured
accurately unless the time that the organization is traded (fully or partially). The majority of them are referenced
under the name of goodwill (IFRF, 2008). These assets have no physical substance, possess a high degree of
uncertainty in relation to future benefits achievements, only have value for a given entity, sometimes its
economic duration is unknown, and they are usually subject to wide fluctuations in value because those benefits
are also associated to competitive advantages. Broadly, intangibles are associated to legal and financial
attributes such as identifiability, separability, feasibility in their measurement, and existence of predicted
economic benefits within their useful lives. Authors as Relly and Schweihs (1999) underline a broader view of
intangible assets, criticizing the pure legal, accounting and taxation approaches. Thus, from the perspective of
its economic and financial measurement, an intangible asset should have a set of features or descriptors
indispensable to its classification as such. These resources should be capitalized and included in the companies’
financial statements if they comply with a set of characteristics, such as: 1. must be subject to specific
identification and a recognized descriptor to guarantee their unique property; 2. Possess existence and legal
protection; 3. Are associated with the legal right to private property, and they must be legally transferable and
can therefore be legally claimed; 4. A tangible manifestation or evidence of their existence is required; 5. Their
existence should be manifested in a certain identifiable point or result from a particular phenomenon or event;
and 6. Those assets must have associated the possibility of being destroyed or terminated in a particular time or
as a result of a phenomenon or identifiable event.
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2.2 Recognition and information disclosures

According to the IAS 38 (IFRF, 2004), intangibles internally generated should be classified in two phases: the
research phase and a further advanced development phase. Expenditures occurred in the first phase should be
expensed in the period because the organization cannot demonstrate whether an intangible exists and that will
generate probable net cash inflows. The same procedure applies for other items such as internally generated
brands, internally generated goodwill (IFRF, 2008), and other similar items. However, in this scope, we consider
that those expenditures, although affecting the period net income, can positively affect the organization’s
turnover. Expenditures occurred during the development phase can be capitalized, having a deferred impact on
future performance indicators (Wang, 2011; Besharati et al., 2012; Kommenic et al., 2013; Al-Matari et al., 2014;
Celeza and Rossi, 2014; Cfitci et al., 2014). Those expenditures are associated to the production of new or
substantially improved material, devices, products, processes, systems, or services, prior the commencement of
commercial production or use. In both cases, organization’s performance embodies influxes, arising from
capitalized or expensed expenditures.

The paradigm of the usefulness of information for decision-making is now one of the key issues in the designing
process towards the information dissemination to their stakeholders. The profound changes that have occurred
in the economies in general and in business models, in particular, require information to be disclosed in a timely
manner and meeting the users’ expectations. However, many are the factors that determine the type, timing
and intensity with which this information is disseminated. Assuming that the information and knowledge are a
key resource driven by individuals, groups, and organizations, the intensity in the disclosure process influences
management decisions and stakeholders’ actions as a whole (Shackelford et al. 2011). Market volatility, as a
result of economic globalization, however associated with traditional business models, increases the urgency to
produce useful information that can support multiple decisions on a timely and reliable basis. The accounting
harmonization effort that we have experienced over the last decades, comply with the need of information
quality. This is not merely a mechanism of standardization but fundamentally a mechanism to ensure the
comparability of the information produced, in a scattered way, in the context of a globalized market. As a result
of the unquestionable advances in the information and communication technologies, many users and agents
are more experienced with regard to the usefulness of the information. Broadly, companies use the annual
management reports to disseminate to stakeholders quantitative and qualitative information. Thus, according
IAS 38, companies are required to disclose historic and prospective information about intangibles recognized in
their financial statements. In this scope, information disclosure and compliance indexes are used to measure
the quality of the information effectively disseminated.

3. Methodology

3.1 Data source

This research was initially based on 132 non-financial companies, 39 (29.5%) listed in the Portuguese Stock
Exchange market and 93 (70.5%) listed in the Spanish Stock Exchange market. However, five companies were
excluded from the analysis due to information unavailability or not compliance disclosure (two companies from
the Portuguese index and three from the Spanish index). The 127 firms were aggregated in nine activity sectors
(SEC): 1. Oil and Gas (production and alternative energies); 2. Basic materials (forestry and paper, metals and
mining); 3. Industrials (construction and materials, aerospace and defense, electronic and electrical equipment,
transportation); 4. Consumer goods (automobile and parts, beverages, food producers, household goods, home
construction, leisure goods, tobacco); 5. Health care; 6. Consumer services (food and drug retailers, media, travel
and leisure); 7. Telecommunications (fixed line and mobile); 8. Utilities (gas, water, electricity and multiutilities);
9. Technology (software and computer services, technology hardware and equipment). Data relates to the fiscal
years 2012 and 2013 and was extracted from Datastream database. Complimentary and qualitative data was
collected from the companies’ management reports.

3.2 Variables, theoretical framework and regression model

Economic returns can be expressed by multiple key performance indicators such as Return on Assets (ROA),
Return on Equity (ROE), Earnings before Interests, Taxes, Depreciation and Amortization (EBITDA), Turnover,
among others. These indicators are commonly used as indicators of profitability and returns, all of them included
in the annual reports or disseminated through the internal management control systems. Thus, they have been
widely used as measures of financial performance in earlier researches (Chen et al., 2005; Gan and Saleh, 2008;
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Chang and Hsieh, 2011; Clarke et al., 2011; Wang, 2011; Besharati et al., 2012; Tanfous, 2013; Celeza and Rossi,
2014; Cfitici et al., 2014) as indicators of integrated returns. Intangible assets rates and corresponding predicted
economic signals are supported by IFRF (2004, 2008).

STRUCTURAL,
DRGANIZATIONAL AND
ReELaTional Capmal

14
1om

¥

Hunaan CapImaL
ECONOMIC BEMIFTS

BOD1 (1as 38 J IFRS 3)
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Figure 1: Model theoretical framework

In this scope, we have regressed turnover (TUR) as dependent variable as the natural logarithm of the amount
recognized in the company’s income statement for the year 2013. IA relates to the natural logarithm of
intangible assets recognized in the balance sheet for the economic period 2012. A positive and significant impact
on companies’ turnover will support the assertions stated in the IAS 38 and IFRS 3 that intangible assets are
associated to future economic benefits (IFRS, 2004, 2008).

The variable ICDI translates the type of information disclosed to stakeholders, in 2012, in the company’s
management report, according to IAS 38 and IFRS 3. Information disclosed was classified according a five level
Likert scale (surpassing the traditional limitation associated to the use of a dummy variable, 1 if disclosed, 0
otherwise), as follows:

= |nformation not disclosed;

= Disclosure of basic quantitative or qualitative information;

= Disclosure of basic quantitative and qualitative information;

= Disclosure of developed quantitative and qualitative information, and related historical assumptions;

= Disclosure of developed quantitative and qualitative information, and related historical and prospective
assumptions.

Based on the classification above, we assume that information disclosures can be significantly associated to
performance indicators which means that stakeholders can react according the quality of information effectively
disclosed (Lopes and Rodrigues, 2007; Mutawaa and Hewaidi, 2010; latridis, 2012; Cfitci et al., 2014). According
Schiuma et al. (2008), stakeholder capital incorporates the information that flows between the organization and
the internal and external agents. Thus, information about intangibles can be relevant for decision making and
subsequent turnovers.

The board of directors (BOD) is, in the scope of corporate governance literature, understood as an expression of
competence, professionalism, skills, knowledge, experience, culture, and management abilities, to conduct the
business. It can be partially viewed as a proxy for human capital, complimentary to other expertise and abilities
tacitly owned by other employees (Wang et al., 2013; Tsai et al., 2013). For those authors, the size of the board
of directors impacts positively only in complicated companies (large size, high diversification level, and high
leverage ratios). In SME’s, the size of board of directors has a negative impact on performance. In our research,
size of board of directors and the number of women participation, were introduced in the model as proxies of
management expertise, skills, and abilities, which can affect, from a theoretical perspective, the company’s
performance over the economic period.

The company size and activity sector are widely supported by literature, namely in Lev and Sougiannis (2003),
Nguyen et al. (2004), Diaz et al. (2005), Ozgulbas et al. (2006), Serrano-Bedia (2012), Al-Matari et al. (2014), and

471



llidio Tomads Lopes and Maria Manuela Martins

Crema and Nosella (2014). Those references also support the indicated predicted economic signals as evidenced
in table 1. Ordinary Least Squares (OLS) multiple regressions (using a 5% stepwise approach) were used to test
the relationships between the dependent and independent variables.

Table 1: Variables description and framework

Variable - predlcte_d
Tvpolo Var. Description Economic
ypology Signal

Dependent TUR Natural logarithm })f company’s
turnover in Yy
Natural logarithm of intangible
1A assets recognized in company’s +
balance sheet (BS) in Yn.1
Information disclosure and
ICDI compliance index in Yy.1, according +
IAS 38, using a five items Likert scale
Size of companies’ board of
Independent BOD1 directors I+
BOD2 Numb_er'of women |.n the )
companies’ board of directors
SIZE Total assets in BS in Yy.1 +
M Stock Market (I?ortuguese or )
Spanish)
SEC Activity sector ?

In order to identify which variables (X;; i=1,...k) best contribute to explain the variance of dependent variable,
the model stated below has been regressed for the performance indicators. A theoretical model will be
regressed as follows:

TUR =g, + BIA  + B,1CDI,  + B,BODL; + 5,BOD2;, + B;SIZE, + B,SM, , +
+B,SEC,  +¢;,
(i=1..n;t=1..m)

All variables were simultaneously introduced in the model in order to identify which ones can predict the
businesses’ effective return (rejection of Ho: B1=B2=...=B12=0; p<a), as stated in the IAS 38 and IFRS 3 (IFRF, 2004,
2008).

4. Results and discussion

4.1 Descriptive measures and regression model

Firms were aggregated in nine activity sectors (Table 2). The main representative is the sector “Industrials” which
includes construction and materials, aerospace and defense, electronic, electrical equipment, and
transportation. “Consumer goods” is the second most representative sector (22.1%) and includes automobile
and parts, beverages, food producers, household goods, home construction, leisure goods, tobacco. However,
this variable is not statistically significant (t=-0836; p=0.405) which means that TUR does not depend from the
sector where firm is operating.

Table 2: Activity sectors

Activity sector f %
Oil and Gas 9 7.1
Basic materials 14 11.0
Industrials 35 27.6
Consumer goods 28 22.1
Health care 2 1.6
Consumer services 22 17.3
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According accounting standards, firms can recognize in their financial statements a wide range of intangibles.
Those intangibles are associated to economic benefits that flow for its owner over a finite or indefinite useful
life time. Approximately 80% of firms (Figure 2) recognize in their financial statements a “Goodwill” (IFRS 3) and
“Patents, Licenses, and Rights” (IAS 38). “Software” and “Development Expenses” are recognized by 37% and by
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Activity sector f %

Telecommunications 4 3.1

Utilities 4 3.1

Technology 9 7.1
Total 127 100.0

Goodwill
100.00% -
{:e':r 80.00% . Developm
customer EGEEEE- EHL.
databases| - 40.00% J- expenditu
A res
) 0
Patents, e,
rights, and - - Software
licenses
Brands
and
Figure 2: Intangible assets recognized by Iberian companies
The main descriptive measures are evidenced in table 3.
Table 3: Descriptive measures
. - . . Std.
Variable N Minimum Maximum Mean Median L
Deviation
TUR 127 16.0545 25.1566 20.3800 20.2963 2.0634
1A 127 10.7579 24.6361 18.3482 18.4007 2.9174
ICDI 127 2 5 3.80 4.00 0.946
BOD1 127 3 21 9.57 9.00 3.5620
BOD2 127 0 4 0.99 1.00 1.342
SIZE 127 16.4685 25.5891 20.9490 20.7863 2.0585

We found that the variance of TURN, as dependent variable, is explained in 82.5% (Adj. R?=0.825;
F=85.987;p=0.000) by the independent variables (with statistical significance, by IA, ICDI, SIZE, and SM). Thus,
those variables can act as conjoint predictors (Table 4) of business returns as described in the research aims and
objectives. These preliminary results predict a significant impact, at 1% significance level, of intangibles
(measurement and disclosures) on future returns (turnover observed in the subsequent economic period).
Broadly, we can empirically support the assumptions of IFRS 3 and IAS 38 (IFRF, 2004, 2008) that intangibles

generate future economic benefits which flow for the owner.

Table 4: Regression model summary and ANOVA

Model R R Square Adjusted R Square std. Erf"r of the Durbin-Watson
Estimate
0.914 0.835 0.825 0.8626722 1.896
Sum of Squares df Mean Square F Sig.
Regression 447.944 7 63.992 85.987 0.000P
Residual 88.560 119 0.744
Total 536.504 126
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a. Dependent Variable: Turnover

b. Predictors: (Constant), Activity Sector, Information Compliance and Disclosure Index, Size of the Board
of Directors, Number of Women in the Board of Directors, Stock Market, Intangible Assets, and
Company Size.

Table 5: Regression model equation

In TURN
B (Unst) B (Std) t Sig.
(Constant) 2.132 2.347 0.021%**
IA 0.152 0.215 3.439 0.001%***
ICDI 0.342 0.157 3.122 0.002%***
BOD1 -0.029 -0.051 -1.110 0.269
BOD2 0.057 0.037 0.930 0.354
SIZE 0.666 0.664 11.764 0.000***
SM 0.331 0.073 1.810 0.073*
SEC -0.031 -0.033 -0.836 0.405
Adj. R2=0.825
F=85.987
Sig. 0.000

*<0,1 **<0,05 ***<0,01

Based on the literature, and as expected, we found a positive and significant correlation between turnover and
intangible assets (IA) capitalized in the statement of financial position (t=3.439; p=0,001). Null hypothesis is
rejected, confirming that strong interactions between TUR and IA can be observed for Iberian non-financial listed
companies. This evidence supports the assumptions of IAS 38 and IFRS 3 that intangible assets have the ability
to generate potential economic benefits over a certain subsequent period of time.

This research introduces the original variable IDCI (using a five level Likert scale) which reflects the type
(quantitative/qualitative and historical/prospective) and quality of information (clearness, comprehensiveness,
relevance) disclosed to stakeholders. As expected, this variable has a positive impact (82=0.342) on turnover and
is significant at 1% significance (t=3.122;p=0,002). Thus, we can assume that the quality of corporate’s reporting
has a significant impact on subsequent benefits, as stated in Mutawaa and Hewaidi (2010), latridis, (2012), and
Cfitci et al. (2014).

The size of Board of Directors (BOD1) and the participation of women in the board (BOD2) are not statistically
significant in our model (t=-1.110;p=0.269 and t=0.930;p=0.354, respectively), not confirming the results of
Wang et al. (2013). Null hypothesis cannot be rejected, confirming the absence of interactions between our
human capital proxies and TUR. However, we underline the negative impact, despite its non-statistically
significant impact in our model. This result is aligned with the evidence achieved by Wang et al. (2013) for firms
with low size, low diversification, and low leverage (simple firms). As listed companies in the Iberian markets
(usually large sized companies), our results refutes that trend, requiring further developments in order to gather
corroborative information and evidence.

The statistical results (t=11.764; p=0.000) for the variable SIZE consolidates the literature, confirming the effects
of scale. With a positive impact ($4=0.666), firms with higher level of assets tend to generate higher level of
turnovers. Stock Market (SM) is statistically significant, however only at 10% significance (t=1.810; p=0.073),
which certainly reflects the effect of scale from the Spanish market (approx. 70% of companies). Activity Sector
(SEC) is not statistically significant in our model which means that we cannot reject the null hypothesis (t=-
0.836;p=0.405).

Thus, our full regression model has the following specification:

TUR =2.132+0..1521A+ 0.3421DCI —0.029BOD1+ 0.0.057BOD?2 + 0.666SIZE +
+0.331SM —-0.031SEC
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4.2 Multicollinearity diagnosis and residuals analysis

Variance Inflation Factor (VIF) assesses the degree of multicollinearity in the model. Thus, we found that none
of our independent variables has a VIF value close to 10 (VIF varies between 1.115 and 1.803), concluding that
our analysis does not observe a multicollinearity severe problem. Towards the analysis of residuals
independence, we used the Durbin-Watson (DW). We found by linear interpolation, for 127 observations, k'=7,
and for a significance level of 1%, a dL = 1.386 and a dU = 1.636. Based on this range, we notice that null
hypothesis cannot be rejected (1,386<DW(1.896)<4-1.636. Thus, residuals can describe a normal distribution,
confirming its independence.

5. Final remarks and expected future outcomes

The results of this research consolidates the assumptions of IAS 38 and IFRS 3 that capitalized resources in the
companies’ statement of financial position are significantly associated to expected economic benefits. It also
confirms the importance of intangibles and the need to increasingly disclose information to stakeholders.
Evidence consolidate the assumption that turnover also incorporates the type and quality of information
disclosed to stakeholders, in the companies’ annual management reports. In this scope, Iberian non-financial
listed companies have recognized in their financial statements a wide variety of intangibles such as: goodwill
(under IFRS 3 assumptions), brands and trademarks, software, patents, licenses, rights, customer databases, and
agreements (under IAS 38 assumptions). These knowledge resources are managed as source of future returns
and included in the internal knowledge management systems. In fact, from a strategic and marketing
perspective, those resources are used to improve synergies and increase the business value added. These
knowledge based drivers can induce firms into unexpected and abnormal subsequent returns. It will depend
from the stakeholders’ ability to capture and embody their intrinsic value and impacts. Thus, quantitative and
qualitative information about the typology of intangibles capitalized or expensed can serve as a reliable basis
towards the preparation of complementary intangible reports, as included in the agenda of some accounting
standards setting boards. As usual, some limitations are associated to this research: firstly, the range of time
under analysis and, secondly, the intrinsic subjective approach observed in the information quality classification.
Despite the use of a five items Likert scale, we consider that our results are more reliable than the results
achieved using a dummy variable (1 if information is disclosed, 0 otherwise). As further research, we intend to
look for impacts between intangibles rates and performance indicators over a large range of time, in order to
evaluate the trend in the intensity of future returns. Acting the year as a control variable, some economic effects
could be observed and economically interpreted. Additionally, new proxies for intangibles, performance, and
human capital, could be computed towards the identification of new or corroborative insights.
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