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Abstract

The purpose of this paper is to test, even in a weak legal system, there is any legal
mechanism to increase sharsholders monitoring over the management and get batter
results for them. We used the T test to verify if the mean of each analyzed variable
has presented significant difference between firms with and without Fiscal Council. We
found that the existence of an active Fiscal Council is associated with higher ROE
which it improves firm performance. We also found that firms with Fiscal Council
engage significantly less in earnings management. The Fiscal Council iIs an important
mechanism of shareholders protection and monitoring allowed by the Law. It a
separate corporate body independent of the board of directors and managemeant.

Keywords: Fiscal Councll, Brazil, Corporate Governance, Emergent Market
JEL Classification: J28
Resumen

El propésito de este trabajo es evaluar, si en un sistema legal débil, existe algn
mecanismo legal para aumentar la vigitancia accionistas sobre la gestién y oblenar
mejores resultados para ellos. Se utilizd la prueba T para verificar si la media de cada
variable analizada presenid diferencias significativas enfre empresas con y sin
Consejo Fiscal. Encontramos que ta existancia de un Consejo Fiscal aclivo se asocia
con un mayor ROE. También se encontrd que las empresas con el Consejo Fiscal se
involucran mucho menos en eamings management. El Consejo Fiscal es un
importante mecanismo de proteccidn de los accionistas v el control parmitide por la
ley. Es una persona juridica separada independiente del consejo de administracidn y
de gestién,

Palabras claves: Consejo Fiscal, Brasil, Gobemanza Corporativa, Mercado
Emargante
Clasificacion JEL: J28
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1. INTRODUCTION.

The retation among corporate govemnance, development of financial market, firm
performance and value has been subject of intense research. According La Porta et al.
(1998) the country legal system is fundamental to firm corporate govermnance.

La Porta et al. (1998) examined investor prolection laws and the quality of
enforcement in 49 countries, The authors identified four major legal regimes
(Common, French, German and Scandinavian) and they found thal, in general, legal
protections for shareholders and credilors are stronger in English commaon law
countries than in  couniries with French-style laws, such as Brazil, as extreme
posiions and German and Scandinavian systems located among them. Brazil is
considarad by La Pora et al. (1998) as a country with little legal protection for
investors and all its consequences,

One of the recurring problems of corporate govemanca in Brazd is submitted 1o
structure of ownership, In which the control can be separated from the proparty.
Several sludies suggest thal the control of Brazilian companies is concentrated in the
hands of few shareholders owning less than 50% of the total number of shares of the
company and managing totally it (Standard & Poor's, 2004; Valadares and Leal, 2000;
Monaco, 2000).

La Porta et al. (2002) considerad that in this situation, the shareholders majority have
the power to expropriate the minority, Saito (2001) has found that companies in Brazil
with lower degree of separation of cash-flow and voting rights, and higher liquidity are
less likely to have their minority shareholders expropriated.

According Silveira and Sailo (2008), besides ownarship structure and board of director
compaosition, the access and content of public information is one of the main corporate
governance problems in Brazil. Schiehll (2004) considers that in Brazil the most crucial
issus would be how to offer protection to minority shareholders.

Eamings management is a strategy that can be used by managers of some firms 1o
smooth aamings. The Fiscal Councll has competence lo improve shareholder
protection and force companies to better disclosure for investors, reducing the
eamings management. Viegas (2005) considers the fiscal council is a Brazilian
specific legal provision to support the rights of minority shareholders.

Decourt, Martinewski and Pietro Melo [2007) analyzed the financial reporis form
Brazilian Listed Companies from 1995 o 2004 and they found strong evidence of
eamings management. The resulls suggest that managers use samings management
to avold report small losses,

Brazilian investors may take advaniage of an important mechanism to improve
shareholders prolection allowed by the local Law. The Fiscal Council, as a way to
increase monitoring, is ona example of improvement that could be asked and easily
installed by shareholders and it is not very common used lo most listed Brazilian
companias.
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The Fiscal Council may be constituted by request of any shareholders helding, alone
or in a group of shareholders logether, at least 5% of the outstanding shares of the
company. Holders of preferred, non-voting shares, are entitled to slect one member of
the Fiscal Council. Non-controlling holders of voting shares representing at least 10%
of all voting shares may also elect one member of the Fiscal Council,

The Fiscal Council et up in Brazilian companies should ba composed of professionals
nominated by the minority — non-controlling common and praferred stockholders — and
majority shareholders and it has as main function to monitor the activities and financial
statements of the company. Fiscal Council is not attached to the board of direciors as
the audit committes for the USA companies. It s nominated by the shareholders at any
ordinary or extraordinary genaeral assembly and its responsibifities are to the
sharaholders only,

The Fiscal Council can mitigate some imporiant problems of corporate QoVermance as
the separation of cash-flow and voling rights and eaming management. Levy Neto
{2005) believes that the Fiscal Council, if properly used, according to the law, can be
vary positive for all shareholders,

The benefits of Fiscal Council to shareholders, it is not only the monitoring function.
We believe that the Fiscal Council can reduce eaming management and improve the
firm performance. Based on these assumptions, the purpose of this research is to
investigate the impact of the axistence of Fiscal Council in the firm performance and
quality of firm reports.

This research has focused on allemative governance mechanisms that might be better
aligned with shareholders’ interests and it contributes to show that there are good
mechanisms 1o improve corporale governance even in countries with weak legal
investor protection. The shareholders should exercise their power to have better firm
corporate governance and consaquently to improve the firm financial performance.

This article is structured as follows: section 1 is the introduction, section 2 is a review
of Fiscal Council legal background by Brazilian Law, section 3 is our sample, section 4
is the method, section 5 Is the results, section 6 is the concluding remarks and section
7 Is references.

2. FISCAL COUNCIL.

According to Article 163 of Law Number 5.404/76 the Brazilian companies may
constitute a Fiscal Council, which may be either permanent or appointed for a specific
fiscal year, by request of shareholders holding at least 5% of the outstanding shares of
the company.

The Fiscal Council of a Brazilian corporation is mainly charged with monitoring the
financial management and reporting of a firm. It does not hire external auditing and it
does nol interfers on the financial reports.

The Fiscal Council is not equivalent to an audit commitiee as contemplated by the

Securities Exchange Act and requirements of The Sarbanes-Oxley Act of 2002 (SOX).
The Fiscal Council is totally independent of the firm, the board of directors, the
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management team and from external auditors. This is a vary important characteristic,
because it can act with more freedom than an audit committes, which it is attached,
nominated by, some members are part of it and in some cases it may have other
internal persons of the company, 1o the board of directors like in the USA. Bolton
(2010} found that audit committes independence has no relaton to firm parformance
or firm value. Klein [(2002) has different view and found that audit commities
independence s positively related to proxies for high quality financlal repons.

According to the Brazilian law, the Fiscal Councll has the following legal authorities:

* o supervise the acls of the officers and ensure that they comply with thair legal
and statutory dulies;

* {o give an opinion on the annual report of the management, including the
supplementary information deemed necessary or useful for deliberation at a
general meeting;

* {0 give an opinion on any proposals of the administrative bodies to be
submiited to a general meeling, regarding an alterafion in the capital, the issue
of debentures or subscriplion bonuses, invesiment plans or capital budgets,
dividend distribution, transformation, merger, consolidation or division;

* o report any ermor, freud or criminal acts it may discover fo the administrative
bodies, and, if these fail o take the necessary steps lo protect the corporation’s
interests, to a general meeting suggesting an appropriate coursa of action;

* o call the annual general meeling should the adminisirative bodies delay doing
a0 for more than one month, and an extraordinary general meeting whenever
serious or urgent matters occur, including in the agenda of the meeting such
matters as it may deem necassary;

* o examine, al least every three months, the inal balance sheet and other
financial statements periodically prepared by the corporation;

* o sxamine the accounis and financial statements for the fiscal year and to
provide an opinlon on them;

= (o exercise such responsibilities during a liquidation, taking into account the
special provisions which regulate iquidations.

The Fiscal Council is composed of a minimum of 3 and a maximum of 5 mambers,
who are ebected by a shareholder vole and, accordingly, the controlling shareholder
typically elects & majority of ils members. Holders of preferred, non-voting shares are
entitled to elect one member of the Fiscal Council. Mon-controlling holders of voting
shares representing at least 10% of all voting shares may also alect cne mamber of
the Fiscal Council. The members of the Fiscal Council of a8 company may not be
employeas, directors, officers or affilialed with direclors or officers of the company.

3. SAMPLE.

The sample was collected in the Bowvespa site (www.bovespa.com.br) and
Economatica database in August 2010. We have accessed the Publicly-held
Companies Reports that listed companies sent o CVM regarding fiscal years of 2004,
2005, 2006, 2007, 2008 and 2009 to collect the information if the firm had Fiscal
Councilin that specific year.

HORIZOMTES EMPRESAFIALES < ARD 11- W® 2; 55 - 68
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The financial data came from Economatica database. We have included in our sample,
only firms with positive net worth. The sample has information of 1,950 reports of 417
firms. It is divided in 281 reporis from 2004, 294 reports from 2005, 323 reports from
2008, 351 reports from 2007, 352 reports from 2008 and 349 reporls from 2009. The
descriptive statistics of the companies in our sample are presented in Table 1.
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Table 1: Descriptive statistics of the Sample

Our sample include 85.71% of firms listed in Bovespa and the market value of the
firms in our sample represent 88.15% of market value of firms listed in Bovespa.

Tha absolute number of firms with Fiscal Council has increased all years from 2004 to
2009, The majorty of newly listed companies have been on the Novo Mercado, tha
segment of BOVESFA that requires greater transparency, disclosure, stronger
corporate governance practices and only voling shares are allowed,

The Brazilian Law allows that holders of preferred, non-voting shares are entitled to
elect one mamber of tha Fiscal Council. Most of the new listed firms in 2008 and 2007
do not have non-voting shares, thus, it bacame harder to minority shareholders to elect
a Fiscal Council member, whal was a disincentive to minonty shareholders request the
firm to constitule a Fiscal Council,

The CVM changed the understanding of the Law in 2008. Now, minorities of any firm
thal has at least 10% of voting shares in the markel can elect a member one member

of the Fiscal Council. This new understanding probably stimulated the increase of the
numibrer of firms with Fiscal Council.

4. METHOD.

It was analyzed if there was an active Fiscal Council in the company in each year, This
data was collected in the Publichy-held Companies Reporls sent 1o CWVM,

We used the Tobin's q and ROE as a measure of value and profitabllity performance
and Bela as a risk metric to analyze if the axistence of Fiscal Councll increase the
company performance and reduce the firm rizk.

We also tesl the effect of existence of an active Fiscal Counddl in the dividend payout,
firm leverage, and firm debt cost. We use the debl to equity ratio (liabilities divided by
iotal equity) to measure the company leverage.
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We used the T test to venfy if there I3 a significant difference between firms with and
without Fiscal Council.

The existence of significant diference between both groups alone does nol prove thal
the active Fiscal Council affects the observed variable. Maybe, the existence of the
Fiscal Council could be a consequence of another facior too.

To increase our confidence that the existence of the Fiscal Council is relevant we
tested the effact of the existence of Fiscal Council in other groups: firms without ADR,
firms listed in one of the Special Lavels of Corporate Govemnance of Bovespa, firms
not listed in one of the Special Levels of Corporate Governanca of Bovespa and wa
compara the evalution of the firm after and before the adoption of the Fiscal Council,

To test if the axistence of Fiscal Council will reduce the samings management we
analyze the pattern of frequency distributions around the zero mean of standardized
eamings. This model proposed by Burgstahler and Dichev (1997) assumes that
differences in probability density bebween two neighbors close inlervals in the
histogram follows a normal distribution approximately.

The histograms were divided inlo strips of 5% in 5% and were considered for the
purpose of this research, as small losses, losses of up to 5% of equity, while the small
profits ware considerad as gains up o 5% of equity.

Thus, if there was no management of the results, the number of small profits of the
entire sample should be close 1o the amount of small losses. For the annual samples,
the number of years with small profits higher frequency of the frequency of smaill
losses should be close to the number of yvears in which the ratio was reversed.

As a test of statistical significance was used statistic T described by Degeorge, Patel
and Zeckhauser (1928) which lests the discontinuity of an ampirical distribution. This
model assumes thal differences in probability density between two neighbors close
intervals in the histogram follows a normal distribution approximately.

We have applied the test in one group with firms without Fiscal Council and in anothar
group with firms that have Fiscal Council.

5. RESULTS.

5.1 Firm Performance and Valua

It was evaluated if firms with Fiscal Coundl perform batter firms without Fiscal Council,
The ROE, as axpected, is much higher in firms with Fiscal Council and this difference
is statistical significant. The results are shown in tabla 2,
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ROE Tobim ()
i Meaii Fovalue N Mean P-value
Firms with Fiscal Council 1073 1 L8 TH 120
Firnm withow Fiscal Coaneil e - e o 246

LT

L L LR

"=, **_* denotes a significant difference at the 1%, 5% and 10% level, respectively
Table 2; Firm perfformance and value

The Tobin Q is comrelated with ROE, thus we expected to find that firms with Fiscal
Council have higher Tobin Q too. However, in confrast to ROE, with Fiscal Council
have lower Tobin Q. This difference is also stafistical significant. This resull suggests
that the investors do not value the Fiscal Council.

Most firms with ADR have Fiscal Council too, because the Board of Auditors is
mandatory for firms with ADR. The SEC allows that the Fiscal Council of Brazilian
firms act as Board of Auditors. Consequently 91% of firms with ADR in our sample
hawve Fiscal Council,

We made the same test only with firms without ADR to verify if the higher ROE is
consequence of the ADR instead of Fiscal Council. The results are almost the same.
This reinforces the hypothesis that Fiscal Councll contribute to increase firm ROE and
the investors do not value Fiscal Council. The results are presented in Tabla 3.

HOE Tobin
N Mean | Poalee ht Mean | Povaloe
Firms with Fiscal Council Y] 115575 2 14
Firms without Fiscal Council i 151%* | o 85 245 | oo
***, **, © denctes a significant difference at the 1%, 5% and 10% level, respectively

Table 3: Firm parfformance and value — Group with forms without ADR

The fact of the firm have adhered o some Corporale Governance Level could induce
to a false interpretation of the importance of the Fiscal Council in the analyzed
variable, thus we also lested the value and performance differences between
companies with and withoul Fiscal Council among firms that have adhered o some
Corporate Governance Level and firms thal have nol adhered to some Corporale

Governance Level. The resulls are presented In Table 4 and Tabla 5.

ROE Tiashsim £}
5 Mean | Poaloe N Mean | Posdse
Firns with Fiscsl Council A4 ek ) 362 133
Firmns without Fiscal Councll 28 |-62%e | i 1B | 285 | oo
T T denobtes a significant difference at the 1%, 5% and 10% level, respactivaly

Table 4: Firm performance and value - Group with firms listed in some Corporate

Governance Level

g1
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ROE Tokin () i
N Siean Povaline N Siean Fovalise
Firnms wiith Fiscal Cowncil 13 LN e 404 209
Firms withowt Fiscal Coancll il LI | aapos 210 214 01937

et " denotes & significant differanca at the 1%, 5% and 10% level, respactively
Table 5: Firm performance and value - Group with firma not listed In some
Corporate Governance Level

The firms with Fiscal Council have greater ROE in both groups. The highest differencs
i% batween firms hsted in some Corporate Govemnanca Lavel. In this group thene is tha
highest difference in Tobin O toc. This suggest invesior value some mandatory
Corporate Governance practices of thesa lavels, however they are not so important as
another non-mandatory as the Fiscal Council that has greater impact in firm ROE.
Although all evidences thal Fiscal Council increase firm ROE, we compared the ROE
in the yvear after Fiscal Council adoption with ihe year before Fiscal Councll adoption,
The results are presented in Tables 6, 7, Band 9.

ol i i
Firms with Flscal Councll sdopled in 2005 3 1169
Firms with Fiscal Council adopoed before 2005 | 113%% 044
Firms with Flscal Couneil adopied after 2004 24 _m'!;.-'tt BT543 |
Firnm withowl Flscsl Coancil 7 1683%

e *E F denoles 3 significant difference at the 1%, Eﬁand1ﬂﬁ1wal :wpaﬂvw
Tlhhﬂ ROE variation from 2004 to 2006

Wa can see that 2006 was a bad vear to Brazilian firms, but firms with Fizcal Council
were less affected, independenily if the Fiscal Council was recent or not. Firms that
would adopt Fiscal Council in the fulure had the worst performance,

N
Firms with Fiscal Councll adopted in 2006 7 256
Firms with Fiscal Council adopted before 2006 | . 006 04558
Firms with Fiscsl Council adopted sfter 2007 1: l_ﬂm :L;
Firms withowt Fiscal Council 0 LR R 0, 12404

Table 7: ROE variation from 2005 to 2007

The firms with Fiscal Council have recovered their losses from 2006 and returned to
2005 lavel. The firms without Fiscal had a very poor result in the same pariod, however
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the firms that would adopt Fiscal Council in the fulure weren’t so bad this year as

20086,
v [l
Flrms with Flscal Connell adopted in 2007 g 73 R
Firms with Fiscal Councll adopted befere 2007 105 :m (L1248 |
Firm with Fiscal Council adopted after 2008 15 JLI%e 08185
Firns without Fiscal Council i -3_1:?}:'. (L.14156

=%, **, * denotes a significant differance at the 1%, 5% and 10% level, respectively
Table 8;: ROE variation from 2006 to 2008

The firms that have adopted Fiscal Council in 2007 had an excellant result in 2008. In
the same year firms withoul Fiscal Council had loses and the firms with Fiscal Council
for more than one year were stable.

it is-important to pay attention in the group of firms that hadn't adopted Fiscal Council
in that year, but had adopted it until 2009, This group has a very poor ROE before the
adoption the Fiscal Council, but after its adoption, they present a very good ROE.

KYE variation from
H P—‘m i
T o 2009 |
Firms with Fiscal Coancil adopted in 2008 (3 R ]
Firms with Flscal Comncil sdopted before 2008 {18 1701%% s |
Firms without Fiscal Counekl (19 3] 0% OELTS |

R T denotes a significant difference al the 1%, 5% and 10% level, respectively
Table 9: ROE variation from 2007 to 2009

Year 2009 was a terrible year for companies, however, for those that had adopted the
Figcal Councll in 2008 the loses were very small. These firms were part of the worst
group before the adoption of Fiscal Council. Every year the group of firms that had
adopted Fiscal Council had improved his ROE.

The group of firms with Fiscal Council for much time had bad results, but those firms
ware much better than firms without Fiscal Council,

These all resulls together suggest that, the Fiscal Council is not only an instrumant of
protection to minority shareholders. The Fiscal Council has an important contribution 1o
increasa the firm profitability.

5.2 Dividend Payout and Leverage

The dividend payout is similar to both groups. It seems thal the Fiscal Council has not
any effect in the dividend paolicy of Brazilian companies. It is responsibility of the Fiscal
Council examine if tha firm pays dividends according company's social statute or if it is

63
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silent about this topic, if the company pays the minimum dividend required by Brazilian
Law.

Although dividends payment shall be examined by the Fiscal Council it ks nol its
rasponsibility define the dividend policy. Decourt and Procianoy (2008) conducted a
survay with CFO about dividend policy in Brazil and they identified that the decision
aboul dividends is of the Board of Directors in most firms.

The leverage (debt / equity ratio) is higher in firms without Council Fiscal (90.66%)
than firms with Council Fiscal (94.60%). That iz not a great difference, and it s not
significant.

Council Fiscal shall opine over management proposals for changes in investment
plang, debl issusnce, incorporation and M&A., These decisions may affect the
company leverage. However, as occurs in dividend policy, the Councl Fiscal
rasponsibility is limited, and it has not any paricipation in the decision process.

Although the firm leverage does not be a Council Fiscal decision, it seems that the
presence of the Fiscal Council in the company inhibils the indebledness in excess.
The results are shown in table 10. The segmented samples have not revealed any
difference from the entire sample analyze,

vl chemadl Payom Leverage Dbt Cast
N hican | Fomlue| N Mean | Foalme| N Mean | Podue

Firms with Fiscsl Coamcll [ ] T 00 e T53 IS

Firme wlihout Flacal Cossell e 0550 (LN " 1 A0 b ) LT S e T G
***,**, * denotes a significant difference at the 1%, 5% and 10% level, respectively
Table 10: Dividend payout, leverage and debt cost

We also find that firms with Fiscal Council are associated with a lower cost of debt
financing. This difference is significant. This could be comelated to leverage. Firms with
smaller debt / equity ratio should have smallar debl cost oo,

Wa also may suppose that Fiscal Council could reduce the firm risk and higher ROE
helps to reduce the debl cost of the firms with Fiscal Council. We find firms with Fiscal
Council have lower debt cost in the group without firms with ADR and firms listed in
somea Special Governanca Level. The results are preseniad in Table 11,
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Dbt Cont
Firms listed in some 5 pecial
Firns without ADE Lened
N Mean | Poalue N Mean Povalus
Firmms with Fiscal Council L AT il ] 24,6 %

Firns withowt Fiscal Council = 0T (L0869 174 TLIPE | e

"%, **, * denotes a significant difference al the 1%, 5% and 10% lavel, respectively
Table 11: Dabt cost - without ADR and listed in some Special Corporate
Governance Level groups

These two groups reinforce the hypothesis that the Fiscal Council helps to reduce the
cost of debt of the company.,

5.3 Risk

The beta ks a pradictor of risk for a long-term investor. It Is a measure of a stock's price
volatility in relation to the rest of the market. The Fiscal Council does not affect the
Beta firm. This result was expected, because the higher Tobin Q for firms without
suggests thal the Fiscal Council is not iImportant for investor. The segmented samples
have not revealed any difference from the entire sample analyze. The results are
presented in table 12,

Hein
M Mean | Poalue
Firms with Fiacal Council T B
Firmms without Fiscal Council 58 6338% | o jome

Table 12: Risk

If the investors consider the Fiscal Council benefic to the company, the Beta of fims
with Fiscal Council should be smaller than firms withoul Fiscal Council.

The Fiscal Council of a Brazilian corporation could be composed of professionals
nominated by the minority and majority shareholders and should be truly indepandant.
It is mainly charged with monitoring the financial management and reporting of a firm,
Thus the Fiscal Council should reduce the firm risk. However, the Fiscal Council has
not won the invesior confidence.

5.4 Regression Model

We run a regression model whera the dependent variable is If the firm has Fiscal
Council or not and the other variable analyzed in this research are the independent
varjablas,

Although the Fiscal Council is our dependent variable, this doas nol necessarily imply
that the independent variables cause Fiscal Council. This regression can be a helpful
tool in determining the strength of the relationship between the variables.
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The independeant varables of our model are firms with ADR, firm has adhaned (o some
Corporate Governance Level, ROE, Leverage, Dabl cosl, Toban-0, Beta, Payoul and
Year. Most of them s statistical significant, only Payout and Year are not significant,
The results are shown in Table 13,

The variable ADR has the highest coefficient. It was expacled, because firms with
ADR must have a Board of Auditors and SEC accepls that the Brazilian Fiscal Couwncil
act as a Board of Auditors,

The ROE has a high coefficient too, it reinforce our finds that the Fiscal Council
contributes to increase the firm performance.

The variable firm has adhered o some Corporale Governance Level has the highest
negalive coefficient. We believe thal is consequence of the firms in Novo Mercado do
not have non-voling shares, thus, i was harder to minonty shareholders to elect a
Fiscal Council member bafore 2008 when CVM changed the understanding of the Law
and allowed mincrities of any firm that has al least 10% of voting shares in the markel
alect a member one member of the Fiscal Counicil,

The Beta also has a high negative coafliciant whal suggests that Fiscal Council reduca
the firm risk.

The Tobin-0 Iz negalive, and this i one more indicator thal the investor does not
value the Fiscal Coundl, although the important benefils to the company and
shareholders.

The others statistical significant variable (leverage and debl cost) have very low
coeflicients,
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Regression Statistics |
{Mubipls B L300y
R Squane (LR 743
Adjusted R Square| DOTSTI4610
{Standand Ermor u.w.q%
Dbservations
ANOVA

il Significance F
|Regression N (L0
| Residual 570
Total 9]
Cocflicients Pl

|Inercept 0545 LT7IS
| A DR 02458 0
o 00781 00545
(RO 01821 000 33
(Levemge®** (3,008 (1000
Dbl cost™™ mAlE e e
ITnhh-Q""" L0097 00190
(Beta®e 00671 00145
{ Payout (4 05400
F".Im L030 07482

T, T denoles a significant difference at the 1%, 5% and 105 leval, respectivaly
Table 13; Regression model

5.5 Earnings Managemant
For every firm without Fiscal Council that reported a small loss there were 5.22 firms
that reported a small profit. This ratio of small profit to small loss firms with Fiscal

Councll |s 2.38.

The results are shown in table 14. The histograms of both groups are presented in
figures 1 and 2. This suggests that firms without Fiscal Council manage reported
eamings to avold small loszes,

The companies with Fiscal Council also reports much more small profit than small
loss, however, the ratio small profit fo small loss is nol significant and much smaller

than the ratio of firms without Fiscal Council,

Small S mall
A profl Ratin | P-value
Firis with Fiscal Council 14 33 114 DL T
Firma withowt Flscal Councll ¥ 47 522 0452

me®, =*, * denotes a significant difference at the 1%, 5% and 10% level, respectively

Table 14: Ratio of small profit to small loss



T | 5 e B T e T T R e—

5N O7FAT - Badl HORIZONTES EMPREBARIALES - ARD 11- M* 7 85 . &8
ISGN ONLINE 0715 - DETS
Lnipsrnidiand ched ‘Béo - Bl mm“mmmmﬁlmlﬂmﬂmmﬂl“mm
= |
40 1 i
g 1
1] |
| L]
3 ]
£ |
v} L.l_.-,.l_,
50 40 -30 -20 -10 O 10 20 30 40 S0

ROE Interval (%)

Figure 1. ROE histogram of firms without Fiscal Council
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Figure 2. ROE histogram of firms wl'th_F-ilcﬂl Council

It is not possible affirm that the Fiscal Council eliminale the eamings management,
however, our finds indicate that earnings management is less comman in firms with
Fizcal Council,

6. CONCLUDING REMARKS.

The Brazillan Fiscal Council has competence to improve shareholder prodection and
force companies to better disclosure for investors. Our research found real benafits lo
firms with Fiscal Council, as higher ROE, lower debt cosl and less eaming
managemenl. These benefils are meanly imporiant o firms with less Corporate
Govemance.

This is an important mechanism thal could be used by minonly shareholders of all
Brazilian listed firms. However, around 46% of listed companies do not have Fiscal
Counci,
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It seems that Brazilian investors or do not the Law that allow them to require the Fiscal
Council or they do not believe that the Fiscal Council could mitigate some important
problems of corporate govermance.

The investor indifference to Fiscal Council is evidenced by the lower Tobin Q and
higher Beta of firms with Fiscal Council,

Brazil is considered as a country with litthe legal protection for investors. Desplte this,
Brazilian Law has created some important mechanism of shareholders protection that
could be used, sven, in more protected markets, but some Brazilian invesiors do nol
taka advantage from these mechanisms allowad by the Law.
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