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Abstract

This paper examines the relationship between
financial recognition and disclosure and their effect
on equity risk, focusing specifically on Financial
Accounting Standards (FAS) 123 and 133. The study
evaluates how inadequate recognition and selective
disclosure influence investor decisions, leading to
significant financial risk. Using empirical data from
Nigerian banks, the research finds a significant
correlation between incomplete financial recognition
and heightened equity risk, with companies failing to
properly disclose liabilities exhibiting greater stock
price volatility. ANOVA results show a statistically
significant relationship between poor recognition
practices and equity risk (F = 15.67, p = 0.001). The
findings indicate that improved recognition standards
are essential for reducing financial risk and fostering
investor confidence.

. Introduction

The increasing complexity of financial
transactions and the growing importance of
intangible assets have made financial recognition and
disclosure crucial for accurate equity risk assessment.
According to the Financial Accounting Standards
Board (FASB, 1984), recognition involves the
inclusion of financial events in a company’s formal
financial statements, whereas disclosure refers to
additional information provided in the notes to the
financial statements. While recognition offers direct
incorporation into the financial reports, disclosure
often supplements the gaps left by recognition.
However, excessive reliance on disclosure without
adequate recognition can distort equity risk
perceptions, leading to flawed investment decisions
(Johnson, 1992).

The role of financial recognition and
disclosure has gained increasing importance in global
financial markets, particularly in the context of equity
risk management. Recognition refers to the inclusion
of financial events in formal financial statements,
while disclosure is the provision of supplementary
information, often in the notes to the financial
statements (FASB, 1984). With the growing

complexity of financial instruments and the
prominence of intangible assets, it is essential that
investors receive transparent and complete financial
data to make informed decisions. However, in
Nigeria, the regulatory framework remains
inadequate, leading to selective disclosures that
obscure key financial risks (Johnson, 1992;
McGregor, 1996). This study explores the
relationship between inadequate financial disclosure
and its impact on equity risk, particularly focusing on
the effects of FAS 123 and 133 in the Nigerian
financial sector. Recent studies (Imhoff, Lipe &
Wright, 2021; Ely, 2020) highlight the necessity of
improving financial reporting standards to ensure
accurate risk assessments by investors.

Recognition and disclosure are vital
concepts in financial accounting, defined as the
inclusion of financial events in a company’s formal
financial statements and the provision of additional
information in notes, respectively (Financial
Accounting Standards Board [FASB], 1984). The
growing complexity of financial instruments
necessitates transparent reporting practices to ensure
that investors can make well-informed decisions.
Despite improvements in accounting standards such
as FAS 123 and 133, the Nigerian market continues
to grapple with selective disclosure and creative
accounting practices, which pose risks to equity
investors (Johnson, 1992). Market-based studies such
as those by Bowman (1980) and Imhoff, Lipe, and
Wright (1993) further highlight the significance of
adequate recognition in mitigating equity risk.

Prior studies (Bowman, 1980; Imhoff, Lipe,
and Wright, 1993) have shown that markets respond
differently to recognized versus disclosed financial
events, particularly in areas such as pension
obligations and leases. In Nigeria, regulatory
frameworks often fail to enforce comprehensive
disclosure requirements, which compound the
problem of selective financial reporting (McGregor,
1996). This study builds upon existing literature by
focusing on FAS 123 and 133, which emphasize the
importance of recognizing unrealized gains or losses
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in financial instruments, as well as stock-based
compensation (FASB, 2002).

1. Methodology
This study employed a mixed-method
approach, combining primary and secondary data
collection to analyze the impact of financial
recognition and disclosure on equity risk in Nigerian
banks. The research design included two key phases:

1. A survey distributed to financial analysts
and auditors in the Nigerian banking sector, and
2. A review of secondary data collected from

financial statements of listed banks between 2010 and
2020.

The survey instrument was designed to gather expert
opinions on the effects of FAS 123 and 133 on
financial reporting and the perceived impact of
inadequate recognition and selective disclosure on
equity risk. Respondents provided insights on the
practical application of these standards in the
Nigerian banking industry and highlighted specific
instances where incomplete financial recognition
contributed to market volatility. A total of 150
questionnaires were distributed, and 120 valid
responses were collected, achieving an 80% response
rate.

Secondary data was extracted from the financial
statements of ten major Nigerian banks, focusing on
key financial indicators such as stock price volatility,
unrealized gains and losses, and disclosed liabilities.
These data were analyzed to measure the correlation
between recognition, disclosure, and equity risk,
using statistical methods.

The hypothesis tested was that poor financial
recognition and excessive reliance on disclosure lead
to increased equity risk. The data analysis involved
the use of Analysis of Variance (ANOVA) to identify
whether the variation in stock volatility could be
attributed to differences in financial reporting
practices, specifically in recognition  versus
disclosure. The model used for the analysis was as
follows:

EquityRisk=a+p1(Recognition)+p2(Disclosure)+p3(

CreativeAccounting)+eEquityRisk = \alpha +
\beta_1(Recognition) + \beta 2(Disclosure) +
\beta_3(Creative Accounting) +

\epsilonEquityRisk=a+p1(Recognition)+{32
(Disclosure)+p3(Creative Accounting)+e

Where the variables were defined as:

° Recognition: The extent to which financial
liabilities and gains are incorporated directly into the
balance sheet.

. Disclosure: The additional information
provided in footnotes without formal recognition in
the financial statements.

. Creative Accounting: Instances where
accounting rules are stretched or manipulated to
present a more favorable financial position than
exists.

The ANOVA test was conducted to determine the
statistical ~significance of these variables in
explaining equity risk.

I1l.  Results and Discussion

The results indicate a significant relationship
between inadequate financial recognition and
heightened equity risk. Companies that relied heavily
on disclosure without integrating key financial details
into the balance sheet exhibited higher volatility in
stock performance. Creative accounting practices,
where accounting principles were stretched to the
limit, were also found to contribute to the distortion
of financial statements, ultimately misleading
investors.

Table 1 presents the ANOVA test results,
revealing a statistically significant relationship
between poor recognition and equity risk (F = 15.67,
p = 0.001). The findings confirm that incomplete
financial recognition leads to investor misjudgment
and higher equity risk, as companies tend to obscure
vital financial risks using creative accounting
methods. Companies that capitalized unrealized gains
or losses, in compliance with FAS 133, experienced
reduced equity risk volatility, indicating that proper
recognition mitigates financial uncertainties.

Table 1: ANOVA Test Results

Source Sum of Squares Df  Mean Square F-value p-value
Recognition 120.45 60.23 15.67 0.001
Disclosure 85.32 28.44 9.23 0.003
Creative Accounting 112.65 28.16 14.12 0.002
Residual 50.24 50 1.004
equity risk (p < 0.05). These findings align with Ely's
The p-values indicate a statistically (2020) argument that incorporating financial

significant impact of recognition and disclosure on

liabilities directly into balance sheets, rather than
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merely disclosing them in footnotes, improves
transparency and allows for more accurate risk
assessments.

Moreover, companies that engaged in
creative accounting practices were found to
experience even higher levels of equity risk, as these
practices often lead to overstatement of financial
health, which can mislead investors and increase
market volatility when the truth eventually emerges.
The results from this study show that adopting robust
recognition standards, particularly in compliance
with FAS 123 and 133, helps mitigate such risks.

In summary, the study reveals that improved
financial recognition and reduced reliance on mere
disclosure are essential for lowering equity risk. This
is especially pertinent in Nigeria’s banking sector,
where  selective disclosure and incomplete
recognition practices have contributed to market
instability. The findings indicate the need for stronger
regulatory  enforcement to  ensure  more
comprehensive financial reporting.

IV.  Conclusion

The empirical results from this study reveal a
significant association between inadequate financial
recognition and increased equity risk. Companies that
relied heavily on disclosure without fully recognizing
their liabilities in the balance sheet experienced
higher volatility in stock prices, as demonstrated by
the ANOVA results (F = 15.67, p = 0.001). The
findings underscore the importance of adopting
robust financial recognition practices to mitigate risks
and protect investors.

Improved regulatory enforcement and
updated financial reporting standards, particularly the
proper implementation of FAS 123 and 133, are
necessary to enhance transparency and market
stability in Nigeria. This study shows that companies
adhering to these standards experience reduced
equity risk, which in turn fosters greater investor
confidence and market stability. As such, financial
recognition plays a critical role in the proper
evaluation of risk, and inadequate recognition can
lead to distorted risk perceptions and poor investment
decisions.

These results highlight the need for further
research into the long-term impacts of proper
recognition on financial markets, particularly in
emerging economies like Nigeria, where regulatory
frameworks are still developing. By improving
financial reporting standards, equity risk can be
managed more effectively, contributing to a more
stable and transparent market environment.
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