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DB RENWTN—THOEEITS,

2. YU TILDRE
KEFRETIE, Ba—m—- Ty« XA -

A== /AR AN R RS/ 2 Weer SRD)

Orbis 7 —# X—2 b EIZE T 53 EHO

ZIEFECEOMBERAFA L T\ D, 2008

b 2012 FFECTAFMOT—H2MHAL,

FATHFR L AR T, 378 ThiraRfhL~LD

RHAMBEEREZFHAL TS &2 ANANZE

DR THD EEZEZ BND, AR TIX, LIF

DEMFE M- TRELMIRIR & LTt

Do

OHEICI T 28T - SRR - RIS HELISL
D—EIE LR,

QHEICB T2 ZEERETHY, 1o, SE
(E 7o iTHusgk, LLUTFRER,) (2X 5 H&E kR
73 50.01%LL Eoo ¥,

@2008 £ 5 2012 4FI2 D720, WO
OBBIRIFIZE D 0 L b K& Wi,

OMERT —H BT RTAFTE HME,
E, PEBEYmICE T, EENRBS

FEAC K 2 R IR R 2R T # I T, B

BIZHERERZPE LT VR D, RIED

BEIFSFRERL Y A7 N LD EmWEEBZ NS,

ABLY A7 ERIBEIEO N L — R4 T 2 EE

T2&, BiEOEABERL N BHRITHE LY

TEOSZEBREEICEZDIEENRTH N ES X
bIhb, 2T, VoA EEENR AT
RENRMAEZRICT T TCENETNORET) &
D,

RAEBNAG T2 o TN B L ENL S O
BEOSAIL, 2 TRLTWVD,

OFEICB T2 ZEEREL ZNL L DHE
BT 2 EEN RS (Immediate Parent:
ISH) (7% : ISH /% immediate share holder ™
W Fr & bbb, JFisT — % TIX
[Tmmediate Parent: ISH] & 72 > TW A D T,
FOFEEALTND,) 2 2,941 Hv, @
HlcB T sZEBRELENLD T B — L
7o B fE By 72 A % (Global Ultimate Owner :
GUOA 2,229 & 5,

Figd 3E L~V 7o by 751
PeCHEN TN D, BOZWIHICAS &, ISH
Tt HK (&F#), JP (HA), DE (K1),
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2 HEEREROSHE

ISH GUO
E&3—F E# =R E&a—F E#H =R
AT 35 1.19 AT 31 1.39
AU 23 0.78 AU 20 0.90
BB 5 0.17 BB 3 0.13
BE 25 0.85 BE 17 0.76
CA 10 0.34 CA 17 0.76
CH 86 2.92 CH 81 3.63
[ DE 318 1081] [ DE 218 9.78 |
DK 20 0.68 DK 17 0.76
ES 11 0.37 ES 2 0.09
FI 22 0.75 FI 23 1.03
FR 101 3.43 FR 93 4.17
GB 88 2.99 GB 66 2.96
[ HK 694 2359] [ HK 411 18.43 |
1D 2 0.07 1D 2 0.09
IE 17 0.58 IE 27 1.21
IN 3 0.10 IN 3 0.13
IT 80 2.72 IT 25 112
[ 557 1893] [ 1P 485 21.75 |
KR 41 1.39 KR 41 1.84
LI 6 0.20 LI 6 0.27
LU 18 0.61 LU 11 0.49
MO 7 0.24 MO 7 0.31
MU 44 1.50 MU 10 0.45
MY 16 0.54 MY 3 0.13
NL 103 3.50 NL 47 2.11
NO 12 0.41 NO 12 0.54
NZ 6 0.20 NZ 9 0.40
SE 40 1.36 SE 29 1.30
[ sG 266 9.04 | SG 130 5.83
TH 18 0.61 TH 9 0.40
W 80 2.72 TW 162 7.26
[ us 152 5.17 ] Us 194 8.70
S 35 1.19 e 18 0.81
&5 2941 100.00 &EF 2229 100.00

HEICEBIT A ZEER¥ED GUO (272550
ISH 12725 Z L2 BBEAICH D EB X b
el

F7-, HEOBERICHONT, KPMG Tax
Rates Online 7 — ¥ Z &ML T\ 5, F DT
— ZIZEEN TR TS R )
HER<,

X 3 134 [E D 2008 405 2012 £ TOE
ANRREZRL TS, 7R FTET 5EO
BEABEO by 7 51 3HRTHENL TV D, £
HOENBEEZBHOIEG RS L, 2012 42U
AT BARDSKE LV mo727%, 2012 4ELIFE
VOKED 40% Tl b m < 7o TV D, KEICR
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W, BAR, FAY, B, YU HR—IL, &
e TWA,

V o R

1. —TREFASTICETEEEH
DEXHE
ISH & GUO IZR&E 43T, G [#istho
EABRN 25% L0 mW0iEA & 25%8 0K
Ba LT, PEICBT 2 ZEEREORSIHI
ISR, WG ERIIE R L OWIBEERICEN &
%ol EBRRFET D72 DIV D EE DA G
BE, ERERTH 2 PEOFEHOBS R



TEICHE TS EEHEEEORBBHICET 2FAEHE

3 HREEDEABE (2008 £~2012 £)

E£31—F E4% 2008 2009 2010 2011 2012 2013 2014
AT Austria 2500 25.00 2500 2500 2500 25.00  25.00
AU Australia 30.00  30.00 30.00 30.00 30.00 30.00  30.00
BB Barbados 2500 25.00 25.00 2500 25.00 25.00  25.00
BE Belgium 33.99  33.99 3399 3399 3399  33.99  33.99
CA Canada 3350 33.00 31.00 28.00 26.00 26.00  26.50
CH Switzerland 1920 1896 1875 1831 18.06  18.01  17.92
[DE Germany 2951 2944 2941 2937 2948 2955  29.58 |
DK Denmark 2500 25.00 2500 2500 25.00 25.00 24.50
ES Spain 30.00  30.00 30.00 30.00 30.00 30.00  30.00
FI Finland 2600 2600 2600 2600 2450 2450  20.00
FR France 3333 3333 3333 3333 3333 3333 3333
GB United Kingdom 30.00  28.00  28.00  26.00 24.00 23.00  21.00
[HK Hong Kong 16.50  16.50 1650 1650  16.50  16.50  16.50 |
1D Indonesia 30.00 28.00 2500 2500 25.00 25.00  25.00
IE Ireland 1250 1250 1250 1250 12.50 12.50  12.50
IN India 33.99  33.99 3399 3244 3245 3399  33.99
IT Italy 31.40 3140 3140 3140 3140  31.40  31.40
[1p Japan 40.90  40.69  40.69  40.69  38.01  38.01 3564 |
KR Korea 2750 2420 2420 22.00 2420 2420 24.20
LI Liechtenstein - - - 12.50 12.50 12.50 12.50
LU Luxembourg 29.63 2859 2859  28.80 28.80 29.22  29.22
MO Macau 1200 1200 12,00 12.00 12.00 12.00  12.00
MU Mauritius 1500 1500 1500 1500 1500 1500  15.00
MY Malasia 26.00 25.00 2500 2500 25.00 25.00  25.00
NL Netherlands 2550 2550 2550 25.00 25.00 25.00  25.00
NO Norway 28.00 28.00 28.00 28.00 28.00 28.00  27.00
NZ New Zealand 30.00  30.00 30.00 28.00 28.00 28.00  28.00
SE Sweden 28.00 2630 2630 2630 2630  22.00  22.00
[sG Singapore 18.00 18.00 17.00 17.00 17.00 17.00  17.00 |
TH Thailand 30.00  30.00  30.00  30.00  23.00  20.00 _ 20.00
W Taiwan 2500  25.00 17.00 _ 17.00 _ 17.00 _ 17.00 _ 17.00
US United States 40.00  40.00  40.00  40.00 _ 40.00 _ 40.00 _ 40.00
WS Samoa 27.00 27.00 27.00 27.00 27.00 27.00  27.00

7 {EAFLEIL KPMG Tax rates online (http://www.kpmg.com/global/en/services/
tax/tax-tools-and-resources/pages/tax-rates-online.aspx) O7 —# &M L CEENER L=, 72k,

JEFIIEL 22— ROT7 L7 7_y METIHEXTWDS, %7,

E4 =2 — FBAIET 5 E A

https://www.iso.org/obp/ui/fsearch %28 L CHEENEH L7,

A (BTP), MiEEFE+E (ROE), HIEEAT
(2D D BLAEER (TAX) (201 CTK 4 T/RL
TW3,

B 412k s L, Gl CBEtEOEABIERD 25%
EVEWITN—T) OV T NERER %<,
G3 (BlESthDEABLREN 26% &L HE LW L—
7)) OV T AERRL DR, £z, GUO

X ISH & T, G2 GRSt DIEABLEN 25%
KX OIERWT—7) OV T s Gl oY
TNEEDENLY KEL - TEY, GUO
2B 5 G2 OFUT ISH L v b7ev, i,
By J A A T RBIEHOIEER RN AF
TERWT—H RN DI 55
DK EZBZBND,
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B4 —maBaRIcET5BLEHROERGIE

ISHIZH T2 ERDOERMETE

E# Ty RERE RERE ®/ME RXE
EEH BTP
Gl 1524 8.8406 6.3473 0.1626 0.0000 28.2364
Q@ 1147 7.8002 6.5836 0.1944 0.0000 28.3864
@& 146 8.7516 6.4059 0.5302 0.0184 26.4056
EBZEH ROE
Gl 1473 22.5683 16.5483 04312 0.0000 76.1940
Q@ 1111 21.0713 17.5845 0.5276 0.0000 76.5130
@& 136 22.4236 17.9678 1.5407 0.0190 763870
HREH TAX
Gl 1516 1.2994 1.2752 0.0328 -2.4793 5.2681
Q@ 1145 1.1678 1.2647 0.0374 -4.9817 5.2829
@ 147 1.3083 1.2917 0.1065 0.0000 4.8209

GUO IZBIT 2B EHDEKREE

E#H Fiy BRERE RBRERE &/ME RKE
wKREH BTP
Gl 1218 8.6351 6.2637 0.1795 0.0000 26.9275
Q@ 760 7.0865 6.2057 0.2251 0.0000 26.8200
a3 150 7.6447 6.3497 0.5185 0.0184 26.4056
WERZ % ROE
Gl 1156 21.2568 15.0922 0.4439 0.0000 68.8790
(¢2) 725 18.7082 15.7867 0.5863 0.0000 68.0250
@3 135 18.9557 153610 1.3221 0.0190 65.4070
HREH TAX
Gl 1166 1.1257 1.1005 0.0322 24793 4.0852
(¢2) 740 0.9872 1.0153 0.0373 -0.9965 4.0913
@3 147 0.9402 1.0447 0.0862 -0.2778 3.9878

H:Gl, G2, G3IXZENENBBHLOIEARBRIL 25% LV @V, KV, ELWIL—7Th s, HEEAEL BTP
FHEICRIT DS EEREOR S HFIE 2 YHFEE DR LS TR LELRTH S, #EELEH ROE (31 E
2B B ZEERZEOBS AR 2 MEE TR LR TH D, MERER TAX [THEICHT 5 S EEM
SENREBLE 4RI DIEABEEE M O LR TR LICETH S,

2. —TBHRENHAWICHE THLEL < HEMCAETHLZ LD, GL L G2 D
BOS iR PP DS DENE L KX N L NE S
X5 T/RLTWA ERY, ISH B XU GUO bib,
W FIZDNT, MR ET D /A B
SrRTE & S BUE 2 E L 72V Tamhane 73747
ETIZGL & G2 DT NV—F D DnEIT T~
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TEICHE TS EEHEEEORBBHICET 2FAEHE

5 —REESHEANISEITLESELR

ISH |28 5% E ik

EEZE % BTP FEHE (1-1) BERE HEEX
=RINEEE(QL) Gl G2 1.0405 *** 0.2520 0.0000
G2 Gl -1.0405 *** 0.2520 0.0000
G3 -0.9514 * 0.5665 0.0932
G3 G2 0.9514 * 0.5665 0.0932
Tamhane Gl G2 1.0405 *** 0.2534 0.0001
G2 Gl -1.0405 *** 0.2534 0.0001

EBZEH ROE
&INEEZEQL) Gl G2 1.4970 ** 0.6775 0.0272
G2 Gl -1.4970 ** 0.6775 0.0272
Tamhane Gl G2 1.4970 * 0.6813 0.0820
G2 Gl -1.4970 * 0.6813 0.0820

B ZE$ TAX/REV

&INEEEQL) Gl G2 0.1317 *#* 0.0498 0.0082
G2 Gl -0.1317 0.0498 0.0082
Tambhane Gl G2 0.1317 ** 0.0497 0.0242
G2 Gl -0.1317 ** 0.0497 0.0242

GUO (2811 D% H i

RBEH BTP
&IMNEEEQD) Gl G2 1.5485 0.2889 0.0000
G3 0.9904 * 0.5407 0.0672
G2 Gl -1.5485 ks 0.2889 0.0000
G3 Gl -0.9904 * 0.5407 0.0672
Tamhane Gl G2 1.5485 kx 0.2879 0.0000
G2 Gl -1.5485 ®kx 0.2879 0.0000
EBZEH ROE
&IMNEEEQL) Gl G2 2.5486 *** 0.7278 0.0005
G2 Gl -2.5486 0.7278 0.0005
Tamhane Gl G2 2.5486 *** 0.7354 0.0016
G2 Gl -2.5486 0.7354 0.0016
BZES TAX/REV
RINEEEQL) Gl G2 0.1385 *** 0.0501 0.0058
G3 0.1855 ** 0.0933 0.0471
G2 Gl -0.1385 *** 0.0501 0.0058
G3 Gl -0.1855 ** 0.0933 0.0471
Tamhane Gl G2 0.1385 ** 0.0493 0.0150
G2 Gl -0.1385 ** 0.0493 0.0150

o EBIOET 1%, 5%, 10%DOFBEAKMEEZZ LT ** *THKT, Gl, G2, G3 XENETNHEStHDE
ABEIT 26% L0 @V, RV, HELWIA—T7Th D, EEEE BTP (IHEICK T 5 ZEFEREORT
ARG 2 YR O5e ER TR L7 TH 5, EBZ% ROE IXPENCK T 2 Z EHEEREOBIS | RiIFIE
EMEFETHRLIZEETH S,
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B DOWFNOREELEH D FElL GUO L v &2

W, FEICBI 22 EEMRZEO BTP, ROE, L0R0hotz, ODF 0, AIEDEABRL VD

TAX L ZNOOBSEOEABRLE OBEKREZ BREIBELVFHEOZEBAEICHEZ DY

FRAES D728, —IthElES#E VT G & BRFINEWVS TRIC—HLTWHIZ LEE
G2 D E1T 9, L TW5,

B6 —rxBRESBIWCEITSIHER

ISHIZEIT35 iR

€8 & % BTP

FHH df FEHEH F EERE
TIL— T 7262325 2 363.1163 8.7349 0.0002
JIL—7R 116980.5690 2814 41.5709
&t 117706.8015 2816
B EH ROE

A df EHEA F FEREER
SIL— 7 1451.4087 2 725.7044 2.4961 0.0826
JIL—7R 789912.0687 2717 290.7295
&t 791363.4774 2719
REBEH TAX

FH df FEHYEH F HEWRE
JIL— 7 11.9041 2 5.9521 3.6799 0.0253
JIL—7R 4536.9637 2805 1.6175
&t 4548.8678 2807
GUO IZB+5 7 iR
¢ /B E # BTP

FEH df FEHYEH F HEWRE
SIL— 7 1144.0261 2 572.0131 14.6477 0.0000
JIL—7R 82984.2592 2125 39.0514
&t 84128.2854 2127
HEBZEH ROE

EA df EHERH F FEREER
SIL— 7 3113.1211 2 1556.5605 6.5947 0.0014
JIL—7R 475133.1130 2013 236.0323
&i&t 478246.2341 2015
EBEH TAX

FH df FHYEH F HERE
JI— 7 11.0490 2 5.5245 4.8565 0.0079
TL—TR 2331.9561 2050 1.1375
&t 2343.0051 2052

I Gl, G2 IXFNENHEAADOBEABIRIL 25% L 0 @V, EWIIL—7Th b, EEEK BTP IZHEICE
5L EBEREOBBIRTFIS A U EEEORE LR TRLZEETH S, REE ROE IIHEICKIT %
FEFE OB MR & MEE TR LR TH D, EEEH TAX 1T EICK T 2 2 EEEEEN T ER
BT DIE AR A MEZEE DR EECRRLICIERTH 5,
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D ZEECEOBSRIFIE R, MEEN SRR
K OWIBIEERICEDR D D, ) HXFFL TN D,

F72, K6 TRLTWDOH#EROEfEM %

BT D72, ERASIIx LT, ok
DIEZAT 212 F DFERITK T TRL TV D,
9, ISH O RIz2>0\ T, BTP & TAX
DHBMERIT10% LV KEWDOT, HHHToh
HAGRAEFEA L2V, Lo, ROE OFEM
KX 1%LV KEVWR 5% LV /NENDT, KRIC
BEHd %0 A i & L Wil AR E
DOFERITERTRETH D,

B7 —xEBRESBESTICETH5FIHMEORE

ISH &5 #MHEDORE
EEEH BTP
Levene #istE dfl
1.1719 2
it B Z % ROE
Levene #istE dfl
3.2448 2
REEZEH TAX
Levene #iitE dfl
1.2335 2
GUO E 78 DIRE
it B % % BTP
Levene #iitE dfl
0.4456 2
it EZE % ROE
Levene #iitE dft
0.6510 2
EEH TAX
Levene #ist= dfl
5.7062 2

df2 AERER
2814 0.3099

df2 BERER

2717 0.0391
a2 BEREE
2805 02914
a2 BEREE
2125 0.6405
a2 BEEE
2013 05216
a2 BEEE
2050 0.0034

T AERAR BTP (I EICH T 2 ZEEMEORS FFIR 2 M FEORE LE TRLIZERTH L, ERE
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2 SN M A BT & L 2R DI D 1 7E O ik R
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[ 8 TlE—JCELE 53 B T Dt SR AT %k L Cit
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B2, G1, G2 OV N— 7RO DAL 5%

DKETHETH D, KIZ, GUO (221 T,
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Gl, G2 O N—T D8 DT 1% DK YE
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8 —REESMAMIZETHHMAEDORE

ISH F#{ERIFE DM AEDRE

EBE % BTP
#eat’
Brown-Forsythe 8.7396
EBZE % ROE
At
Brown-Forsythe 2.3594
EBEH TAX
Heat’
Brown-Forsythe 3.6332

GUO Fi9{ERFEDTAEDRE

EBE % BTP
At
Brown-Forsythe 14.4793
EBZE % ROE
Heat’
Brown-Forsythe 6.5276
HEBEH TAX
#eat’
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a. @K F 2

df1 a2 HEREE
2 614 0.0002
df1 a2 HEREE
2 513 0.0955
df1 a2 HEREE
2 587 0.0270
df1 a2 HEREE
2 597 0.0000
df1 a2 HEREE
2 562 0.0016
df1 a2 HEREE
2 614 0.0068
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Aggressive

Earnings

Management around

IPOs and Involuntary Delisting in KOSDAQ

I . Introduction

This study is to examine the impact of
aggressive earnings management in the
before, during, and after period of initial
‘IPO’) on

mandatory delisting firms listed in Korean

public offerings (hereafter,
Securities Dealers’ Automated Quotation
(hereafter, KOSDAQ).

Because firms can be benefited through
IPO such as raising funds, enlarging stock
price and reducing tax burdens, it’s national
that managers should have an incentive for
IPO. Some

documented that IPOs have been associated

researchers, however, have
with more earnings management to meet a
necessary condition for the firm operating
performances required by authorities (Teoh,
Welch and Wong 1998; Kim et al. 2004;
Kyoko 2007; Ball and
Shivakumar, 2008).

KOSDAQ firms have more incentives for

and Toyohiko,

earnings management under the existing
conditions of less tight financial disclosure
system than Korea composite Stock Price
Index (KOSPI) in Korea Exchange (KRX).

However, if firms could not recover their

Moontae Kim
Chosun University

transiently enhancing earnings toward an
intrinsic qualities, they would be faced with
danger of insolvency resulted from
cumulative loss. Moreover, in the case of
KOSDAQ, there has been frequent examples
that owners, managers and block-holders
tend to commit moral hazards such as
embezzlement or breach of trust, so it is
necessary that ethical contemplation of
delisting should be traced back to the TPO
period on the financial reporting point of
view, especially earnings management.

This study sets up a hypothesis that there
is a positive relation between earnings
management and delisting of TPO firms in
KOSDAQ. To analyze this hypothesis, this
study collects firms-year data on IPO firms.
All the samples of IPOs are 910, which are
consist of 670 listing and 240 delisting
companies (DEL),
KOSDAQ in the year 2000~2013. Earnings

management  is

selected from the

proxied by  signed
discretionary accruals (DA) estimated using
a cross-sectional version of Kothari, Leone,
Wasley (2005), representing the direction of
earnings management. This is why firms
exercise

may opportunistically or
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strategically earnings enhancement around
1PO.

Main findings are simple and clear. In the
case of IPO in KOSDAQ firms, the more they
practice earnings management to exceed
thresholds, the higher they meet danger of
delisting. This means the degree of earnings
management in the IPOs should impair with
the quality of IPO, while the bad accounting
quality of IPO is inversely related to future

delisting risk.

This study connects the four factors of
literature on KOSDAQ market, IPOs,
earnings management and  delisting

possibilities. This study will contribute to
presenting the basis of an argument to work
out a scheme for policies and improving
accounting transparency in IPO firms. Also,
these results can be useful for the users of
accounting in getting a line on delisting to
minimize the potential losses with regard to

earnings stabilities in IPO firms.

II. Literature Review and
Hypothesis Development

Several studies have found evidence of
earnings management surrounding an IPO,
and the main reason of earnings
management is related to raising capital
funds. Teoh, Welch, and Wong (1998), Teoh,
Wong, and Rao (1998), and Erickson and
Wang (1999) report that enhanced earnings
prior to IPOs would related to seasoned
equity offers and stock financed acquisitions.
Teoh, Wong, and Rao (1998) also provide
of a reversal of

evidence subsequent
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unexpected accruals following IPOs and
stock financed acquisitions. Healy and
Wahlen (1999) conclude that some managers
inflate reported earnings before public equity
offers in order to influence investors’
expectations of future performance and
increase the offer price. Ball and
Shivakumar (2008), however, show that the
evidence reported by Teoh, Welch and Wong
(1998) is unreliable for a variety of reasons,
providing cleaner evidence, from samples of
UK. and U.S. IPO firms,
conservative by several financial standards.
Li and Zhou (2006) find that IPOs associated

with aggressive earnings management are

which are

more likely to delist for performance failure,
and tend to delist sooner. Furthermore, they
show that IPO firms

conservative earnings management are more

associated with

likely to be merged or acquired and they earn
positive abnormal returns. Likewise, Kyoko
and Toyohiko (2007) investigate whether the
extent of earnings management has any
impact on offer price in IPOs. Using a sample
of 581 JASDAQ IPO firms, they find that
offer price reflects earnings management to
some extent. Firms with conservative
earnings management tend to have higher
offer prices, and firms managing earnings
aggressively tend to be discounted when they
fail to exhibit smooth earnings growth.

Yoon (2001) report that the KOSDAQ
firms, as compared to the KRX (former days
KSE, nowadays KOSPI) firms, increase
accruals more heavily when operating cash
flows are poor and decrease accruals more

when operating cash flows are high. In other
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words, the KOSDAQ firms more aggressively
employ income-smoothing strategies than
the KSE firms do. Lee, Park and Kim (2005)
make clear the earnings

behavior of KOSDAQ IPO firms. The major

findings of empirical tests are motivated at

management

earnings management in newly going public
by two reasons, raising the offering prices
and satisfying qualifications in pre-going
publics. Choi, Kwak and Baek (2010) also
find that in spite of rapid expansion of the
market in terms of capitalization, KOSDAQ
firms mislead to frequent moral hazards
such as embezzlement around IPOs. The
that the privately-held

result suggests

companies have stronger incentives to
manage earnings upward around their IPO
time in the KOSDAQ market relative to their
in the KRX, and/or the

checking

counterparts
monitoring  and mechanism
exercised by underwriters and external
auditors in the KOSDAQ might not be as
effective as in the KRX market. Shon and
Yum (2013) revealed that firms with a
higher propensity of being delisted tend to
manipulate earnings to avoid the delisting.
Especially, they also find out that firms with
a high risk of delisting tend to use real
earnings management while accrual
manipulation is more likely to be caught. In
addition to, Kim (2014) shows that
opportunistic block-holders dispose of their
ownership using the inside information to
pass their bad condition to the naive
investors.

management is

Earnings managers

opportunistic or strategic decision itself, but

the fundamentals of the issuing firm may
related to the delisting risk. If TPO firms
cannot be recovered from earnings
management toward positive performances
in the long term, the issuing firms tend to
have detrimental impact on shareholders,
faced with

withdrawing from the market. This means

and they are enforced
the degree of earnings management in the
IPOs should impair with the true value of a
firm, while the bad accounting quality of IPO
is inversely related to future delisting risk,
especially KOSDAQ. This study is to analyze
the probability of compulsory delisting
caused by earnings management around

IPO, and the hypothesis is developed as:

KOSDAQ Firms associated

with upward earnings management in the

Hypothesis:

IPO around are more likely to be compulsory

delisted from the market.

IIl. Research Design

Earnings management is proxied by
discretionary accruals (DA). DA represents
the direction of earnings management. Since
our hypothesis does not rely on the
magnitude of the accrual adjustments, but
the direction of accrual, test statistics are
based on the signed value of the abnormal
accrual (Warfield, Wild, and Wild, 1995).
This i1s the reason why IPO issuers may
adjust their earnings to enhance raising the
offering prices and going public.
Discretionary accruals are estimated using

a cross-sectional version of Kothari, Leone,
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and Wasley (2005), as the following regression model:
pu T oL AREV-A4Ry,  PPEy o
J, =_-O"'ﬂ'_ - Q. -0, I—ﬁ -:,_'-‘
4y ™V VA T A Pdy Y
where TA is total accruals (net income minus estimated coefficient, respectively.

cash flow from operations), A¢1 is beginning
total assets, AREV is the change in sales
revenues, AREC is the change in accounts

PPE

and performance

receivable, is property, plant and

equipment, matching
variables (ROA) are included. Subscript 7

and ¢is a firm for any time and ao,1,2,3 is an

studies, DA is

assumed to be the outcome of managers’

Consistent with other

opportunistic choices of accounting decisions.
To test the

regression models are specified:

hypothesis, the following

DFEL = ‘30 3 le:! + 3:51213-‘- 33DEB.T-'— 341 ONG+ 35.5’!(}' ©)
+ B4BLOK + 3:FOR+ 3; SCOR+ ¢

DA: signed discretionary accruals estimated by Kothari et al.(2005) model,

SIZE: the natural logarithm of total assets,
DEBT: total liabilities to total assets,
LONG: the natural logarithm of listing days,

BIG: audit dummy, IPOs aligned with a foreign big audit company 1, otherwise 0,

BLOK: the ratios of block-holders’ ownership,

FOR: the ratios of foreigners’ ownership,

SCOR: KIS VALUE credit scores measured by NICE INFORMATION SERVICE

This 1s the logistic
conducted to test the hypothesis. All the

probit analyses

variables are designed at the time IPOt1,
IPOy¢, and IPO+1. Main explanatory variables
are DA, and the other control variables on
the right-hand side of equation (2) are
adopted by previous studies on delisting.

To analyze this hypothesis, this study
collects firms-year data on IPO firms. All the
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samples of IPO are 910, which are consist of
670 listing and 240 delisting companies
(DEL) that contain 51 firms delisted by
substantial investigation of compulsory or
deteriorating

regulatory  system  for

disclosure qualities, selected from the

KOSDARQ in the year 2000~2013®.
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<Table 1> Distribution of IPO and Delisting Samples

IPO Delisting Coilitsigrrlllgled Delisting( (Esrcentage

2000 147 63 84 42.86
2001 154 66 88 42.86
2002 141 48 93 34.04
2003 69 22 47 31.88
2004 46 11 35 2391
2005 68 14 54 20.59
2006 52 11 41 21.15
2007 59 4 55 6.78
2008 5 0 5 0.00
2009 46 0 46 0.00
2010 50 1 49 2.00
2011 53 0 53 0.00
2012 20 0 20 0.00
2013

Sum 910 240 670 26.37

IV. Empirical Results

4.1 Descriptive Statistics

Table 2 shows the descriptive statistics for
the major research variables. Mean values of
DA are near 0, and run getting higher
gradually from IPO¢1 to IPOt+1. The mean of
SIZE is getting bigger after IPO, and DEBT

is elastic with the current of the times for
IPO. LONG is, 605 calculated in terms of
days. BIG shows IPO issuers are audited by
big4 auditors. BLOK grows higher but lower,
and foreign investors gradually extend their
investment and ownership. But credit
evaluation runs lower, suggesting that IPOs

may fail to recover their intrinsic value.
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<Table 2> Descriptive Statistics for Major Variables (n=910)

IPO year t-1 IPO year t IPO year t+1
Mean S.D. Min. Mid. Max. | Mean S.D. Min. Mid. Max. | Mean S.D. Min. Mid. Max.
DA | -0.008 022 -0.75 -0.02 0.74 | -0.002  0.18 -0.90 -0.01  0.90 | -0.01 0.3 -0.62 -0.01 0.77
SIZE | 1687 0.81 1298 16.81 21.23 | 17.36 0.75 1539 17.30 21.38 | 1749  0.80 13.35 1747 21.61
DEBT | 042 017 004 043 088 | 032 017 001 030 099 | 038 037 002 034 887
LONG | 7.87 059 524 804 854 | 7.87 059 524 804 854 | 787 059 524 804 854
BIG 060 049 000 100 1.00 | 057 049 000 100 1.00 | 051 050 0.0 1.00 1.00
BLOK | 20.19 23.67 0 1466 100 | 28.29 13.44 0 2625 7499 | 27.76 13.11 0 2607 754
FOR 0.39 463 000 000 983 | 309 88 000 001 999 | 371 862 000 020 683
SCOR | 69.68 11.02 0.00 700 965 | 68.65 1221 0.00 700 98.0 | 6200 17.42 000 645 97.0
DA: signed discretionary accruals estimated by Kothari et al.(2005) model,
SIZE: the natural logarithm of total assets,
DEBT: total liabilities to total assets,
LONG: the natural logarithm of listing days,
BIG: audit dummy, IPOs aligned with a foreign big audit company 1, otherwise 0,
BLOK: the ratios of block-holders’ ownership,
FOR: the ratios of foreigners’ ownership,
SCOR: KIS VALUE credit scores measured by NICE INFORMATION SERVICE
4.2 Correlation and Mean- probabilities that earnings increasing

Difference Analysis
Table 3 correlation
coefficients between delisting (DEL) and the

shows Pearson
proxy of earnings management (DA) around
IPO. The most noticeable point is that DEL
is positively correlated to DA at the 1%
significant level all the just pre or post IPO
time. Table 4 examines the mean difference
between two different groups of 670 listing
and 240 delisting companies (DEL). The DA
of DEL-group means for all the time are
higher that of LISTING with statistical

significance. All the above results show the
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management in the pre, just then or post
IPO time will lead to the delisting.
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<Table 3> Result of Correlation Tests by Pearson's Coefficients (n= 910)

IPO year t-1 IPO year t IPO year t+1
DEL DA DEL DA DEL DA

.256 .180 .100 1
DA

.000 .000 .002

-.215 -.142 -.203 .050 -.205 .040
SIZE

.000 .000 .000 131 .000 .228

.118 -.008 178 .078 .140 .078
DEBT

.000 .815 .000 .018 .000 .018

-.133 .018 -.133 -.084 -.133 .010
LONG

.000 .583 .000 .012 .000 759

-.136 -.021 -.104 -.044 -.119 .015
BIG

.000 .530 .002 .181 .000 .653

-.134 -.089 -.080 -.005 -.145 -.060
BLOK

.003 .052 .018 .880 .000 .071

.033 .044 .001 .014 -.022 .078
FOR

.320 .185 978 677 .500 .019

-.134 .012 -.2563 -.076 -.334 .013
SCOR

.000 712 .000 .023 .000 .690

DEL: only 1 delisted IPOs within the year 2000-2013 after 2000 IPOs,

DA: signed discretionary accruals estimated by Kothari et al.(2005) model,

SIZE: the natural logarithm of total assets,

DEBT: total liabilities to total assets,

LONG: the natural logarithm of listing days,

BIG: if a firm would be aligned with a foreign big audit company 1, otherwise 0,
BLOK: the ratios of block-holders’ ownership,

FOR: the ratios of foreigners’ ownership,

SCOR: KIS VALUE credit scores measured by NICE INFORMATION SERVICE

*All the cells are coefficients (above) and p value (below) for two-tailed tests.

109



110

<Table 4> The Results of Mean Differences

Panel A. IPO year t-1

LISTING (n=670) DEL (n=240)
mean s.d. Mean s.d. t stat.
DA -0.042 0.169 0.086 0.305 6.165 ™
SIZE 16.978 0.810 16.581 0.753 -6.865 "
DEBT 0.408 0.167 0.454 0.182 3.430 "
LONG 7.912 0.609 7.733 0.523 -4.349 ™
BIG 0.651 0.477 0.500 0.501 -4.000 ™
BLOK 39.646 19.391 33.456 17.863 -3.089 "
FOR 0.298 3.752 0.646 6.514 0.783
SCOR 70.958 9.075 68.176 9.206 -4.021 ™
Panel B. IPO year t
LISTING (n=670) DEL (n=240)
mean s.d. Mean s.d. t stat.
DA -0.021 0.153 0.052 0.230 4.575 ™
SIZE 17.455 0.748 17.109 0.709 -6.397
DEBT 0.302 0.161 0.371 0.191 5.019 ™
LONG 7.912 0.609 7.733 0.523 -4.349 ™"
BIG 0.604 0.489 0.488 0.501 -3.123 ™
BLOK 29.508 13.243 217.166 11.812 -2.514 "
FOR 3.105 7.686 3.123 11.436 0.023
SCOR 70.761 10.273 64.535 11.238 -7.522 "
Panel C. IPO year t+1
LISTING (n=670) DEL (n=240)
mean s.d. mean s.d. t stat.
DA -0.021 0.123 0.009 0.152 2.747
SIZE 17.591 0.792 17.218 0.770 -6.396 "
DEBT 0.350 0.382 0.466 0.309 4.705 ™
LONG 7.912 0.609 7.733 0.523 -4.349 ™
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BIG 0.548 0.498
BLOK 29.246 13.021
FOR 3.843 8.351
SCOR 66.636 12.913

around IPOs and Involuntary Delisting in KOSDAQ

0.413 0.493 -3.635
25.021 11.600 -4.648 ™

3.404 9.393 -0.639
56.006 14.427 -10.019 *™**

LISTING: continued firms after 2000 IPOs

The definition of other variables is the same as the above Table 2 and Table3.

*%kk

two-tailed tests.

4.3 Results of Logistic Regression
Analysis

Table 5 is the result of possibilities of
delisting owing to upward earnings
management around IPO on delisting after
controlling of other The
coefficients of DA are 2.45, 1.42, and 1.09,
indicating earnings management to exceed

thresholds affects delisting with statistical

variables.

significance in the time around IPO. But

with the current of the three diverse time,

, and ** indicate that the means are significantly different at <.01 and <.05 levels for

management on delisting are all different,
and weakly fallen. This implies that the
managers in IPO firms are involved in
opportunistic financial reporting to meet the
for

going  public, in

consequence, IPO firms’ aggressive earnings

requirements

management will likely be avoided by capital
market. This results suggest that the finance
or invest authorities should strengthen the
regulations from the IPO in order to protect

market participants.

the effects of earnings enhancing
<Table 5> The Impacts of Upward Earnings Management around IPO on Delisting (n=910)
IPO year t-1 IPO year t IPO year t+1

coef. s.e. Wald coef. s.e.  Wald coef. s.e.  Wald

Constant 19.33 3.99 23.49 ™ 22.76 3.02 56.73 20.27 2.93 47.73 ™
DA 2.45 0.63 14.99 1.42 0.51 7.63 ™ 1.09 0.67 2.67 "

SIZE -0.86 0.21 17.07 = -0.92 0.15 40.45 ™ -0.60 0.13 21.38 ™

DEBT 1.44 0.86 2.80 " 1.90 0.56 11.67 ™ -0.09 0.29 0.09
LONG -0.70 0.21 10.80 ™ -0.84 0.15 30.69 ™ -0.95 0.16 33.60
BIG -0.66 0.27 6.24 ™ -0.38 0.17 4.77 -0.47 0.17 7.60 ™
BLOK -0.02 0.01 5.49 ™ -0.01 0.01 1.10 -0.01 0.01 3.95 ™
FOR 0.06 0.04 2.38 0.02 0.01 2.63 0.03 0.01 6.06 "
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SCOR 0.00 0.01 0.06 -0.02 0.01 6.50 ™ -0.04 0.01 37.16 ™

Classification accuracy: Classification accuracy: Classification accuracy:

Model
82.6% 78.6% 78.7%
fitness
Log Likelihood: 419.687** Log Likelihood: 881.155"* Log Likelihood: 859.145"*
Test model:

DEL = 3y+ 8,DA + 3,SIZE+ 3; DEBT+ 3,LONG+ 3,BIG
+ 3;BLOK + 3; FOR+ 33 SCOR+ ¢
DEL: only 1 delisted ITPOs within the year 2000-2013 after 2000 IPOs,
DA: signed discretionary accruals estimated by Kothari et al.(2005) model,
SIZE: the natural logarithm of total assets,
DEBT: total liabilities to total assets,
LONG: the natural logarithm of listing days,
BIG: if a firm would be aligned with a foreign big audit company 1, otherwise 0,
BLOK: the ratios of block-holders’ ownership,
FOR: the ratios of foreigners’ ownership,
SCOR: KIS VALUE credit scores measured by NICE INFORMATION SERVICE
**% % and * is significant level at the 1%, 5% and 10% respectively (two-tailed).
Table 6 is the result of replacement DA results.
with DAJ,
modified Jones model (Dechow, Sloan, and

Sweeney, 1995). The results of the logistic

the alternative measures of measures of earnings

possibilities.

regressions are consistent with the reported

<Table 6> Sensitivity Analysis by Modified Jones Model

These results show that various
management are

positively related to involuntary delisting

IPO year t-1 IPO year t IPO year t+1
coef. s.e. Wald coef. s.e. Wald coef. s.e. Wald
DAJ 0.62 0.28 4.74" 0.04 0.02  3.02* 1.25 0.39 10.31°*

DAJ: signed discretionary accruals estimated by modified Jones model (1995)

V. Conclusion

IPO firms are given the various favors, and
this may act on the earnings enhancing
management to obtain opportunistic or

strategic gain through IPO. The degree of
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excessive earnings management, however,

may 1impair intrinsic firms’ value and

decrease with real performance qualities.
This study hypothesize that the degree of

upward earnings management in the IPO

process 1is positively related to the delisting.
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Empirical results strongly are supported
significantly. Concretely, the main results of
this study can be summarized as follows:

Firstly, an analysis on the correlation
shows that DA at t-1, t and t+1 of IPO period
have a strongly positive relation to DEL in
KOSDAQ firms.

Secondly, in the two-sample independent
t-test, DA of DEL group are significantly
higher than those of listing firms.

Finally, the results of multiple logistic
regression model  containing  control
variables show that DA at t-1, t, and t+1 of
IPO period have a significantly positive
DEL in KOSDAQ

Futhermore, findings of additional analysis

effect on firms.
using DA estimated by the modified Jones
model (Dechow et al., 1995) are robustly
consistent with main results.

This results will contribute much to the

prediction of TPO failure through earnings

management and emphasize the
fundamentals of IPO firms related to
delisting risk.

Notes

(1) Substantial Investigation System of Delisting
is executed from 2009 by Substantial
Investigation Committee in order to improve
the health of the market and restore market
confidence.
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Abstract

We investigate the role that foreign investors play in restraining
earnings management activities of firms. For this study, we use two
variables, equity ratio and investment horizons of foreign investors,
as the proxies of foreign investors. Especially, we focus on investment
horizons of foreign investors as the proxy of impact of foreign
investors on earnings management. The investment horizons of
foreign investors is measured as the investor turnover is suggested
by Gaspar et al. (2005). And earnings management is measured by the
modified Jones model (Dechow et al. (1995)).

We find that corporate earnings management is less prevalent when
Long-term foreign investors are among shareholders. Our study
shows that if investment horizons of foreign investors is short, equity
ratio of foreign investors would be not influence to facilitate
mitigation of managers’ use of earnings management. Especially, if
investment horizons of foreign investors is short and equity ratio of
foreign investors is high, it could be facilitate acceleration of
managers’ use of earnings management. This means that it can be
more 1mportant to consider for investment horizons of foreign
investors than equity ratio of foreign investors on testing the impact
of foreign investors on the earnings management by this paper. And
the investment horizons of foreign investors can be better proxy of
foreign investors than equity ratio of foreign investors.

Keywords: Investment Horizons of Foreign Investors, Monitoring, Earnings Management.
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I . Introduction

This paper is an empirical analysis of the
impact of investment horizons of foreign
investors on the earnings management.

A large body of evidence suggests that
institutional investors are sophisticated
shareholders who can discipline managers
through monitoring their activities and
intervening when necessary (e.g. Shleifer and
Vishny (1986), Hartzell and Starks (2003), Li,
Moshirian, Pham, Zein (2006)), and that such
investors influence firms’ financial reporting
policies (e.g., Ramalingegowda and Yu (2012),
Fang, Maffett, and Zhang (2013)). However,
there is limited evidence on the role that
institutional investors play in influencing
firms’ accounting policies (Ugur Lel (2013)).
Such a distinction in institutional ownership
is important, because institutional investors
are often associated with their the expanse in
monitoring the firm.

In Korea market, we can regard foreign
investors as institutional investors if they are
located in countries outside the home country

of the

independent if they are mutual funds or

firm and domestic otherwise,
investment advisers, and grey otherwise.

Actually foreign investors are mostly
institutional investors in Korea. So we focus
investors as

on the impact of foreign

institutional investors in Korea on the
earnings management practices in this paper.

Ugur Lel (2013) suggested two competing
arguments about the potential impact of
investors on firms’

foreign institutional

earnings management activities.
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On one hand, foreign investors from
countries with stronger governance
provisions can be better monitors of the
management worldwide because they are less
likely to have long-term business relations
with local firms (e.g., see Gillan and Starks
(2003)). Such foreign investors may also have
a greater ability to monitor the management
through their expertise and experience in
various ways to mitigate agency conflicts,
such as through management intervention
(e.g., Becht, Franks, Mayer, and Rossi (2009)),
and “exporting” good governance practices
across countries. Further, they may be less
tolerant than Domestic Investors to the
incumbent management’s aggressive use of
earnings management practices to conceal
bad news and protect their private control
benefits (e.g., Giannetti and Laeven (2009)),
as foreign investors have both home and host
country regulations to comply with and a
greater reputation at stake (Ugur Lel (2013)).
These
investors are more involved in monitoring the

thus

arguments suggest that foreign

firm’s management, and reduce
earnings management activities to a greater
extent than other investors when investment
horizons of foreign investors is long.

On the other hand, foreign investors may
have significant information disadvantages
with respect to local firms and as a result
incur higher monitoring costs. For example,
several studies find evidence within the
United States that institutional investors
located closer to firms are associated with a
lower degree of corporate financial reporting

discretion and earnings management (e.g.,
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Chhaochharia, Niessen-Ruenzi, and Kumar
(2012)). This alternative view implies that
foreign investors are associated with more
prevalent earnings management practices at
firms. Further, there can be a tendency of
foreign investors to invest in firms with
better financial reporting practices (e.g., Leuz
et al. (2010), Ammer, Holland, Smith, and
Warnock (2012)), which implies a reverse
causality between foreign investors and the
degree of earnings management (Ugur Lel
(2013)).

But, these monitoring costs can be different
in monitoring term. Generally, the longer
monitoring term is, the lower the term-to-
monitoring costs is. So if investment horizons
are long-term, the costs-to-effectiveness will
increase in monitoring. Therefore if foreign
investors are long-term investors, they can
concentrate on  monitoring of the
management without regard to monitoring
cost than short-term investors. Consequently,
we can expect that the longer investment
horizons of foreign investors (are
institutional investors have better monitors
of the management) is, the higher their
monitoring effectiveness is. And we can also
expect that the higher their monitoring
effectiveness is, the lower earnings
management practice is. Therefore we can
also expect that the longer investment

horizons of foreign investors (are
institutional investors have better monitors
of the management) is, the lower earnings
management practice is. Based on this
theoretical background, we will exam the

impact of foreign investors on corporate

earnings management activities in the light
of their investment horizons in this paper.
Given the rising influence of foreign
investors in Korea markets and their active
firms’

involvement in monitoring the

management, we address their role in
corporate reporting policies by examining the
impact of foreign investors on corporate
earnings management activities the light of
their investment horizons. Following the
studies that underscore the importance of
taking into account the heterogeneity among
institutional investors in determining their
ability and willingness to effectively monitor
the managers of firms, we use two variables
to proxy for the degree of monitoring of
managers (Ugur Lel (2013)); Equity ratio of
foreign investors and investment horizons of
foreign investors.

And in our analysis, we also use the
independence of foreign investors from the
management of firms as another measure of
monitoring effectiveness by such
shareholders. Independent foreign investors
are viewed as effective monitors of managers
because of a greater likelihood of collecting
information and a lack of long-term business
relations with local firms (e.g., Almazan,
Hartzell, and Starks (2005), Chen et al.

(2007)). As a result, foreign investors may

have a greater 1impact on earnings
management practices when they are
independent. Ultimately, the impact of

foreign investors on earnings management
activities is an empirical question, which we
attempt to show in this paper.

Investment horizons, as many other
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shareholder characteristics, are naturally
hard to observe. The availability of data on
foreign investors provides a unique
opportunity to infer investment horizon from
actual portfolio behavior. Foreign investors
constitute the biggest investor group in the
Korea equity markets and are usually
portrayed as a pivotal investor group in
takeovers (Useem (1996)). They are also
investors whose portfolio policies are
important, well defined, and professionally
set up. Previous research has investigated
the role played in acquisitions by different
classes of shareholders but has not addressed
investment horizon.

To test our prediction that is the longer
investment horizons of foreign investors (are
institutional investors have better monitors
of the management), the lower earnings
management practice, we build a measure of
investor horizon based on the average
turnover of foreign investors’ entire portfolios
like a Gaspar et al. (2005). Short-term
investors are defined as those exhibiting high
portfolio turnover. On the contrary, long-
term investors are defined as those exhibiting
low portfolio turnover. Our paper analyzes

ultimately the impact of investor horizons of

foreign investor on the earnings management.

To test our prediction, we use a
discretionary accruals, as proxy for earnings
management. We estimate discretionary
accruals by using the cross-sectional version
of the modified Jones model (Dechow et al.
(1995)). Using a sample of 1,748 firm-years
during the period of 2008 and 2011, our
findings clearly demonstrate that the
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investment horizons of foreign investor affect

the relative the level of earnings
management in firms. According to this
result, it is important to consider investment
horizons of foreign investor when we analyze
the impact of foreign investor on the earnings
management.

The main contribution of this paper is
summarized as follows. This paper is the
initial paper that consider investment
horizons of foreign investor as proxies for
influence of foreign investor on the earnings
management. Prior paper, such as Kim and
Yoon (2009), Lee et al. (2012) and so on used
equity ratio of foreign investors as proxy for
impact of foreign investor.

The remainder of this paper is organized as
follows. The section II develops the research
design including hypothesis development and
research methodology. The section Il
analyzes the impact of investor horizon of
foreign investor on the earnings management.

And a brief conclusion follows.

II. RESEARCH DESIGN

2.1 Hypothesis Development

Institutional investors are sophisticated
shareholders who can discipline managers
through monitoring their activities and
intervening when necessary and that such
investors influence firms’ financial reporting
policies. In Korea market, foreign investors
are mostly institutional investors because
they are located in countries outside the
home country of the firm and domestic

otherwise, independent if they are mutual
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funds or investment advisers, and grey
otherwise. And it is generally said that
foreign capital plays an important role in
promoting economic growth and competing
more effectively in the global marketplace.
Thus, stock markets in many countries are
interested in attracting foreign investment to
improve individual stock and overall market
liquidity (Kim and Yoon, 2009). So we focus
on the impact of foreign investors as

institutional investors in Korea on the

earnings management practices in this paper.

There are two competing arguments about
the potential impact of foreign institutional
investors on firms’ earnings management
activities.

On one hand, foreign investors can be
better monitors of the management because
they are less likely to have long-term
business relations with local firms. Such
foreign investors may also have a greater
ability to monitor the management through
their expertise and experience in various
ways to mitigate agency conflicts. Further,
they may be less tolerant than domestic
investor to the incumbent management’s
aggressive use of earnings management
practices to conceal bad news and protect
their These

arguments suggest that foreign investors are

private control benefits.
more involved in monitoring the firm’s
management, and thus reduce earnings
management activities to a greater extent
than other investors when investment
horizons of foreign investors is long. On the
other hand, foreign investors may have

significant information disadvantages with

respect to local firms and as a result incur
higher monitoring costs. This alternative
view implies that foreign investors are
associated with more prevalent earnings
management practices at firms. Further,
there can be a tendency of foreign investors to
invest in firms with better financial reporting
practices, which implies a reverse causality
between foreign investors and the degree of
earnings management. But, these monitoring
costs can be different in monitoring term.
Generally, the longer monitoring term is, the
lower the term-to-monitoring costs 1is.
Therefore if foreign investors are long-term
investors, they can concentrate on monitoring
of the management without regard to
monitoring cost than short-term investors.
Consequently, we can expect that the longer
investment horizons of foreign investors is,
the higher their monitoring effectiveness is.
And we can also expect that the higher their
monitoring effectiveness 1is, the lower
earnings management practice is. Therefore
we can also expect that the longer investment
horizons of foreign investors is, the lower
earnings management practice is. Moreover
we can expect investment horizons of foreign
investors to affect the degree to which firm
managers are monitored. Investors with a
shorter horizon have fewer incentives to
spend resources in monitoring, as they are
less likely to remain shareholders of the firm
long enough to reap the corresponding
benefits. In addition, they have less time to
learn about the firm (Gaspar et al. (2005)). On
the other hand, investors with a longer

horizon have more incentives to spend
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resources in monitoring, as they are likely to
remain shareholders of the firm long enough
to reap the corresponding benefits. In
addition, they have enough time to learn
about the firm.

Based on this theoretical background, we
can expect that investment horizons of
foreign investors influence the quality of
accounting income (the earnings
management). So hypothesis is set as follows:

H: There is a negative relation between the

investment horizons of foreign investors

and earnings management.

2.2 Research Methodology
2.2.1 Model Specification
To test the hypotheses, the following
regression models are specified:

In Model-(1), we exam the relevance
between equity ratio of foreign investors and
discretionary accruals as the proxy of
earnings management to compare prior
paper results

Model-(1): DA =

a1 + a2FORi¢ + asSIZE:: + a4sLEVi:

+ asCFOit + asBIG4it + a7OWNi ¢

+ asAROA;; + aosALEVi + aioLossit

+ a11-14YEAR + a15-23IND + €
where, for firm 1 in year t;

DA = discretionary accruals estimated by

method of Dechow et al. (1995)

FOR = equity ratio of foreign investors at the
end of fiscal year

SIZE = the natural log of total assets

LEV = total debt/total asset

CFO = current operating cash flow/total asset

BIG4 = an indicator variable that equals one
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if the outside auditor for a firms is one of

the four major audit firms and zero

otherwise

OWN = equity ratio of major shareholder’s
holdings

AROA = (current total asset—previous total
asset)/previous total asset

ALEV = (current total debt—previous total
debt)/previous total debt

Loss = an indicator variable that equals one
if firm reported losses and zero otherwise.

YD = the year dummy

IND = the industry dummy

e = unspecified random factors
In Model-(1), our main interest is the

coefficient of FOR. We expect to have a

negative coefficient for FOR to compare prior

paper results.

In Model-(2), we exam the relevance
between equity ratio of foreign investors and
investment horizons of foreign investors and
discretionary accruals as the proxy of
earnings management.

Model-(2): DA =

a1 + a2FORit + asINV-Termi

+ asFOR*INV-Termi + asSIZEi: + asLEVit

+ a7CFOit + asBIG4it + asOWN; ¢

+ a10AROAi ¢ + a11ALEVit + aizLossit

+ a13-16 YEAR + a17-25sIND + €+
where,

INV-Term = an indicator variable that equals
one if investment horizons of foreign
investors is more than the median and zero
otherwise.

In Model-(2), our main interest is the
coefficient of INV-Term and FOR*INV-Term.

We expect to have a negative coefficient for
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INV-Term and FOR+*INV-Term to support

hypotheses.

In Model-(3), we exam the interaction of
equity ratio and investment horizons of
foreign investors on discretionary accruals
(earnings management). To do this analysis,
we divided full sample into four sample
groups for equity ratio and investment
horizons of foreign investors. Here, if equity
ratio of foreign investors is high and
investment horizons of foreign investors is
long, it would be FH+TH. If equity ratio of
foreign investors is high and investment
horizons of foreign investors is short, it would
be FL+TH. If equity ratio of foreign investors
is low and investment horizons of foreign
investors is long, it would be FL+TH. And if
equity ratio of foreign investors is low and
investment horizons of foreign investors is
short, it would be FL+TL.

Model-(3): DA =

a1 + a2(FH«TH, FH*TL, FL«TH, FL+TL)

+ asSIZEi: + asLEVi¢ + asCFOs: + asBIG4i,

+ a7OWN; + asAROA;t + asALEViy

+ aioLossit + a11-14YEAR + ai15-23IND + €i¢
where,

FH+TH = an indicator variable that equals
one if FOR is high and INV-Term is long
and zero otherwise.

FH+TL = an indicator variable that equals
one if FOR is high and INV-Term is short
and zero otherwise.

FL+TH = an indicator variable that equals
one if FOR is low and INV-Term is long and
zero otherwise.

FL+TL = an indicator variable that equals
one if FOR is low and INV-Term is short

and zero otherwise.

In Model-(3), our main interest is the
coefficient of FH+TH. We expect to have a
negative coefficient for FH+*TH to support
hypotheses.

2.2.2 Investor Turnover

We measured investor turnover by using
the method that was suggested in Gaspar et
al. (2005) as follows:

A short-term investor should buy and sell
his investments frequently, while a long-term
investor should hold his positions unchanged
for a considerable length of time. To
implement this idea empirically, we calculate
for each foreign investor a measure of how
frequently they rotate their positions on all
the stocks of their portfolio (churn rate). If we
denote the set of companies held by investor 7
by &, the churn rate of investor 7 at quarter ¢
is

= “"Vj.i.tpj,t —Njat-1P5e-1 — i'\'r;.z'.quP;.t|

N P,, +N,,
< J.t.t7 gt FER !

jeQ 2

P

where P;sand Nj;:represent the price and the
number of shares, respectively, of company j
held by institutional investor 7 at quarter £
This definition follows those commonly used
to assess overall portfolio rotation.

We use investor churn rates to construct a
measure of investor turnover for the firm that
measures the investment horizon of foreign
investor in the firm prior to an acquisition
announcement. Denote by S the set of
shareholders in company k& and by wg;: the
weight of investor 7 in the total percentage

held by foreign investor at quarter £ The
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investor turnover of firm k is the weighted
average of the total portfolio churn rates of its

investors over four quarters:

Investor Turnover of firmk = ¥ wk,@.tli iC’Rz’.t—rH
€8 r=1 /
In our paper the instant of measurement ¢
is such that at least two full quarters pass
between the measurement of all shareholder
variables and the date
(Gaspar et al. (2005)).

announcement

2.2.3 Estimation of Discretionary
Accruals (Dechow et al., 1995)
Discretionary accruals are estimated using
the modified Jones model (Dechow et al.
(1995)). Specifically, the following regression

for every firm is estimated as:

T4, AREV,, - AREC,
BTA, T BT,

PPE, 0
T T

TA, ~ - AREV,~AREC, - PPE,

M =———-0,+la J T = }
D=, g7, 71,

(2)

where TA is total accruals (net income minus
cash flow from operations), BTA is beginning
total assets, AREV is the change in sales
revenues, AREC is the change in accounts
PPE

equipment. Subscript i and t is a firm for any

receivable, 1s property, plant and
time and superscript hat (%) is a estimated
coefficient.

The first explanatory variable, (AREV-
AREC)/BTA, represents changes in cash
revenues. The change in the cash revenues
accounts for the effect of current accruals and

represents the normal or non-discretionary

122

portion of current accruals. This variable
should capture a firm’s tendency to increase
earnings by increasing credit sales toward
the end of the fiscal year. In other words, the
change in cash sales should not be affected by
the front-loading of credit sales. Therefore,
this variable should properly capture a firm’s
tendency to increase the front-loading of
credit sales. PPE is used to control for the
portion of non-current accruals represented
by depreciation expense. The model is scaled
by BTA in an
heteroskedasticity.

attempt to reduce
For

industry (based on two-digit SIC codes),

each year and
regression parameters are estimated in
Eq.(1). Using the coefficients estimated in
Eq.(1), non-discretionary component of total
accruals are removed and then the residuals
(et) are taken as discretionary accruals (DA).
Consistent with other studies, DA is assumed
to be the outcome of managers’ opportunistic
choices of accounting process (Kim and Yoon
(2009)).

2.2.4 Sample Selection
The
manufacturing companies listed on the Korea
Stock Exchange (KSE) during the four-year

sample is drawn from all

period from 2008 to 2011. Financial firms
including investment institutions such as
banks,

security dealers,

insurance companies, funds and
are excluded from the
sample®. And firms whose fiscal year ends
are not December 31 are also excluded.
Equity ratio of foreign investors and financial
data are retrieved from the KIS-VALUE

database. To reduce the impact of outliers on
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the results, observations that fall in the top 1% ..
and bottom 1% of the empirical distribution M. Emplrlcal Results
for each variable. Finally, a sample of 1,748 3.1 Descriptive Statistics
firm-year observations for the four-year Table-1 presents summary statistics for the
period is obtained. sample. Overall, the characteristics of our
sample are in line with those reported in
recent studies.

Table-1 shows the descriptive statistics for
the major research variables. The mean of
discretionary accruals is 0.003, which is close

to zero according to the mechanism used to

<Table-1> Descriptive Statistics for Major Variables (N=1,748)

Percentiles
Mean Median Std. Deviation
Min Max
DA .003 .002 .098 -0.938 .904
FOR 11.128 0.058 .148 .000 50.426
INV-Term® 6.628 1.430 18.996 .017 123.263
SIZE 26.64 26.43 1.26 24.285 29.850
LEV 0.440 0.445 0.190 0.082 0.872
CFO 0.487 .043 .086 -.179 .284
BIG4 730 1.000 .443 0 1.000
OWN 44.627 44.440 15.749 11.030 82.687
AROA 113 .091 .182 -.345 .705
ALEV 175 .109 .401 -521 1.629
Loss .160 .000 .369 .000 1.000

DA = discretionary accruals estimated by method of Dechow et al. (1995)

FOR = equity ratio of foreign investors at the end of fiscal year

INV-Term = an indicator variable that equals one if investment horizons of foreign investors is more than
the median and zero otherwise

SIZE = the natural log of total assets

LEV = total debt/total asset

CFO = current operating cash flow/total asset

BIG4 = an indicator variable that equals one if the outside auditor for a firm is one of the four major audit
firms and zero otherwise

OWN = equity ratio of major shareholder’s holdings

AROA = (current total asset—previous total asset)/previous total asset

ALEV = (current total debt—previous total debt)/previous total debt

Loss = an indicator variable that equals one if firm reported losses and zero otherwise
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compute it. Since discretionary accruals are
residuals from the equation(1), the expected
value of their mean must be zero. The mean
of FOR is about 11.1% with a range of 0% to
50.4%. Averages of LEV and CFO are 0.440
and 0.487, respectively. And the outside
auditor for a firm is one of Big4 is about 73%.
The equity ratio of major shareholder’s
holdings is about 44.6%. The ratio of firm

reported losses is about 16.0%.

3.2 Correlation Test

Table-2 shows Pearson correlation between
the main variables. The most noticeable point
is that FOR is negatively correlated to DA at
the 10% significant level. This means that
FOR have contrasting influences as far as
earnings management is concerned. And
INV-Term is negatively correlated to DA but
it is not significant. On the other hands,
Pearson correlation is only the results
excluding other variables or control variables.

So the interpretation of the results is limited.

<Table-2> Pearson Correlation (N=1,748)

DA FOR | Inv-Term | SIZE LEV CFO OWN Loss AROA
1
DA
.032 1
FOR
(.099)
-.002 | -.493%* 1
Inv-Term
(.145) (.000)
043 | .497** -.066%*
SIZE
(.080) (.000) (007
-113%* | -Q78%* 240%* | 247%* 1
LEV
(.000) (.002) (.000) (.000)
-.128%% | 189%* -.053* .046 | -.230%* 1
CFO
(.000) (.000) (.034) (.062) (.000)
017 | -.191%* - 117 -.046 | -.074%* .017 1
OWN
(.500) (.000) (.000) (.066) (.003) (.494)
" -.103%* | - 124%* 061% | -106%*% | .229%% | - 164%* | - 037 1
0SS
(.000) (.000) (.014) (.000) (.000) (.000) | (.139)
ROA 216%% | Q72%* .076%* .058% | .081%* | 117** | -006 | -.223%* 1
A
(.000) (.004) (.002) (.020) (.001) (.000) | (.800) (.000)
LEV .037 -.021 .061* -009 | .185%* | -077%* | -008 | -.174%*% | 751%*
A
(.134) (.392) (.014) (719 (.000) (.002) | (.740) (.000) | (.000)

DA = discretionary accruals estimated by method of Dechow et al. (1995)
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FOR = equity ratio of foreign investors at the end of fiscal year

INV-Term = an indicator variable that equals one if investment horizons of foreign investors is more than

the median and zero otherwise
SIZE = the natural log of total assets
LEV = total debt/total asset

CFO = current operating cash flow/total asset

OWN = equity ratio of major shareholder’s holdings

Loss = an indicator variable that equals one if firm reported losses and zero otherwise

AROA = (current total asset—previous total asset)/previous total asset
ALEV = (current total debt—previous total debt)/previous total debt

** and * is significant level at the 1% and 5% respectively (two-tailed).

3.3 Regression Results
3.3.1 Results of regression for equity
ratio and investment horizons of
foreign investors: Full sample-
oriented
Table-3 report the results of the regression
for Model-(1) and Model-(2) using full sample.
Panel-A is the model that only include FOR
as a independent variables to compare
previous paper results. In Panel-A, FOR has
a negative relevance with DA (earnings
management) at the significant level of 5%.
This result is same with previous paper
results means that the higher equity ratio of
foreign investors is, the lower earnings
management is. Panel-B is the model that
include FOR, INV-Term, and FOR+Inv-Term
as a independent variables to exam our
hypothesis. In Panel-B, FOR has a positive
relevance with DA (earnings management) at
the significant level of 10%. This is a reverse
result with Panel-A results. And INV-Term
doesn’t
statistically. On the other hand, FOR+*Inv-

have a significant relevance

Term has a negative relevance with DA
(earnings management) at the significant
level of 1%. This result means that if equity
ratio of foreign investors is high and
investment horizons of foreign investors is
long, DA (earnings management) would be
reduced. This result means that we should
consider not only equity ratio of foreign
investors but also investment horizons of
foreign investors on the impact of foreign
investors on the earnings management. So

our hypothesis is supported.

125



<Table-3> Results of regression for equity ratio and investment horizons of foreign investors
: Full sample-oriented

Model-(1) (2) : DA = a1 + a2FORit + asINV-Termit + asFOR*INV-Termi: + Control Variables®

Panel-A. FOR Panel-B. FOR & Inv-Term
Coef. t stat. p stat. Coef. t stat. p stat.

FOR -.057 -2.031 .042 131 1.869 .062
INV-Term .012 .365 715
FOR+Inv-Term -.194 -2.697 .007
SIZE -.039 -1.298 194 -.078 -2.373 .018
LEV -.159 -5.556 .000 -.158 -5.382 .000
CFO -.102 -3.900 .000 -.108 -4.118 .000
BIG4 .020 775 438 .023 .885 .376
OWN -.010 -.387 .699 .006 .253 .800
AROA 244 7.462 .000 .236 7.217 .000
ALEV -.154 -4.704 .000 -.152 -4.648 .000
Loss .006 .227 .820 .008 .303 .762
YEAR, IND included Included

Adj. R? 0.067 .071

F-value 6.825 6.647

DA = discretionary accruals estimated by method of Dechow et al. (1995)

FOR = equity ratio of foreign investors at the end of fiscal year

INV-Term = an indicator variable that equals one if investment horizons of foreign investors is more
than the median and zero otherwise

SIZE = the natural log of total assets

LEV = total debt/total asset

CFO = current operating cash flow/total asset

BIG4 = an indicator variable that equals one if the outside auditor for a firm is one of the four major
audit firms and zero otherwise

OWN = equity ratio of major shareholder’s holdings

AROA = (current total asset—previous total asset)/previous total asset

ALEV = (current total debt—previous total debt)/previous total debt

Loss = an indicator variable that equals one if firm reported losses and zero otherwise
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Results of
investment horizons of foreign

3.3.2 regression for

investors: Two sample groups-
divided by
investment horizons

oriented are

Table-4 report the results of the regression
for Model-(1) using two sample groups are
divided into investment horizons of foreign
investors. Panel-A is the result of long-term
group shows that if investment horizons of

foreign investors is long, the higher equity

ratio of foreign investors is, the lower
earnings management is. Panel-B is the
result of short-term group shows that if
investment horizons of foreign investors is
short, the higher equity ratio of foreign
higher

management is. As this is a reverse result to

investors is, the earnings
previous paper, this means that it is more
important to consider investment horizons of
foreign investors than equity ratio of foreign

investors on the impact.

<Table-4> Results of regression for investment horizons of foreign investors:

Two sample groups-oriented according to investment horizons
Model-(1): DA = a1 + a2FORit+ Control Variables

Panel-A. Long-Term Panel-B. Short-Term
Coef. t stat. p stat. Coef. t stat. p stat.
FOR -.116 -2.901 .004 .145 2.880 .004
SIZE .105 2.481 .013 .009 172 .864
LEV -122 -3.032 .003 -.149 -3.604 .000
CFO -.076 -1.919 .055 -.129 -3.522 .000
BIG4 -.009 =237 813 .002 .046 963
OWN .031 .844 .399 -.012 -.329 742
AROA 277 5.635 .000 .223 4.572 .000
ALEV -.176 -3.644 .000 -.146 -2.920 .004
Loss .064 1.668 .096 -.022 -.585 .558
YEAR, IND Included included
Adj. R2 .075 .087
F-value 4.156 4.868

DA = discretionary accruals estimated by method of Dechow et al. (1995)

FOR = equity ratio of foreign investors at the end of fiscal year

INV-Term = an indicator variable that equals one if investment horizons of foreign investors is more

than the median and zero otherwise
SIZE = the natural log of total assets
LEV = total debt/total asset

CFO = current operating cash flow/total asset
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BIG4 = an indicator variable that equals one if the outside auditor for a firm is one of the four major

audit firms and zero otherwise

OWN = equity ratio of major shareholder’s holdings

AROA = (current total asset—previous total asset)/previous total asset
ALEV = (current total debt—previous total debt)/previous total debt

Loss = an indicator variable that equals one if firm reported losses and zero otherwise

3.3.3 Results of regression for
investment horizons of foreign
investors: Three sample
groups-oriented are divided by
investment horizons

Table-5 report the results of the regression

for Model-(1) using three sample groups are
divided into investment horizons of foreign
investors. Panel-A is the result of long-term
group shows that if investment horizons of
foreign investors is long, the higher equity
ratio of foreign investors is, the lower
earnings management is. Panel-B is the
result of middle-term group shows that if
investment horizons of foreign investors is
middle, the equity ratio of foreign investors
doesn’t have a significant relevance with DA
(earning management) statistically. On the
other hands, Panel-C is the result of short-
term group shows that if investment horizons
of foreign investors is short, the higher equity
ratio of foreign investors 1is, the higher
earnings management is. As this is same
result Panel-B of Table-4, this means that it
1s also more important to consider investment
horizons of foreign investors than equity ratio
of foreign investors on the impact of foreign

investors on the earnings management. So
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<Table-5> Results of regression for investment horizons of foreign investors:
Three sample groups-oriented according to investment horizons
Model-(1): DA = a1 + a2FORi,t + Control Variables

Panel-A. Long-Term Panel-B. middle-Term Panel-C. Short-Term
Coef. t stat. Coef. t stat. Coef. t stat.
FOR -.094* -2.027 -.046 -.765 .152%* 2.580
SIZE -.033 -.688 -.065 -1.073 .012 .178
LEV -.140%* -2.887 -.176%* -3.345 -.168*%* -3.355
CFO -.105* -2.248 -.135%* -2.875 -.148%* -3.290
BIG4 -.026 -.554 .018 .397 .008 .180
OWN .097* 2.282 -.005 -.116 -.026 -.571
AROA 221%* 4.100 .229%* 3.663 .298** 5.117
ALEV - 157%* -3.014 -.185%* -2.887 - 157*%* -2.619
Loss .024 513 .035 .780 -.018 -.389
YEAR, IND included included included
Adj. R2 111 .062 113
F-value 4.369 2.804 4.456

DA = discretionary accruals estimated by method of Dechow et al. (1995)

FOR = equity ratio of foreign investors at the end of fiscal year

INV-Term = an indicator variable that equals one if investment horizons of foreign investors is more
than the median and zero otherwise

SIZE = the natural log of total assets

LEV = total debt/total asset

CFO = current operating cash flow/total asset

OWN = equity ratio of major shareholder’s holdings

Loss = an indicator variable that equals one if firm reported losses and zero otherwise

AROA = (current total asset—previous total asset)/previous total asset

ALEV = (current total debt—previous total debt)/previous total debt

** and * is significant level at the 1% and 5% respectively (two-tailed)

3.3.4 Results of regression for equity investment horizons of foreign
ratio and investment horizons of investors
foreign investors: Using the Table-6 report the results of the regression

interaction of equity ratio and  for Model-(3) using four sample groups are
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<Table-6> Results of regression for the interaction of equity ratio and

investment horizons of foreign investors
Model-(3): DA = a1 + a2(FH+TH, FH*TL, FL+TH, FL+TL) + Control Variables

Panel-A. FH+TH Panel-B. FH=+TL Panel-C. FL+TH Panel-D. FL+TL
Coef. t stat. Coef. t stat. Coef. t stat. Coef. t stat.
FH*TH -.067** -2.682
FH*TL .113%* 4.184
FL*TH .015 .595
FL*TL -.024 -.907
SIZE -.051% -1.817 | -.109** -3.629 | -.060** -2.118 | -.071%* -2.407
LEV -.163** -5.681 | -.149** -5.297 | -.148** -5.206 | -.143** -4.873
CFO -.106** -4.072 -.116%** -4.483 -.108** -4.169 S 111%* -4.247
BIG4 .023 871 .018 678 .018 .668 .016 .602
OWN -.001 -.030 .019 787 -.002 -.089 .001 .033
AROA .239%* 7.330 .230%* 7.051 .244** 7.441 .243%* 7.430
ALEV - 151%* -4.623 | -.150** -4.609 | -.154%* -4.700 | -.154** -4.712
S .008 313 .006 .240 .006 .233 .005 .206
YEAR, IND included included included included
Adj R2 .069 .075 .065 .065
F-value 6.991 7.549 6.621 6.646

FH+TH = an indicator variable that equals one if FOR is high and INV-Term is long and zero otherwise
FH+TL = an indicator variable that equals one if FOR is high and INV-Term is short and zero

otherwise

FL+TH = an indicator variable that equals one if FOR is low and INV-Term is long and zero otherwise

FL+TL = an indicator variable that equals one if FOR is low and INV-Term is short and zero otherwise
SIZE = the natural log of total assets
LEV = total debt/total asset

CFO = current operating cash flow/total asset

OWN = equity ratio of major shareholder’s holdings

Loss = an indicator variable that equals one if firm reported losses and zero otherwise

AROA = (current total asset—previous total asset)/previous total asset
ALEV = (current total debt—previous total debt)/previous total debt

** and * is significant level at the 1% and 5% respectively (two-tailed)
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divided into equity ratio and investment
horizons of foreign investors. Panel-A shows
that if firm has a high equity ratio of foreign
investors and long investment horizons of
foreign investors, DA (earnings management)
would be decreased. Panel-B shows that if
firm has a high equity ratio of foreign
investors and short investment horizons of
foreign investors, DA (earnings management)
would be increased. This result is same with
Panel-B of Table-4. On the other hands,
Panel-C and Panel-D that the

interaction of equity ratio and investment

show

horizons of foreign investors don’t have a
significant relevance with DA (earnings
management). Consequently, our hypothesis
is supported because coefficient of the

variables FH+TH is negative.

IV. Conclusion

In this paper, we examined whether foreign
investors facilitate mitigation of managers’
use of earnings management on Korea firms.
For this study, we used both equity ratio and
investment horizons of foreign investors.
Especially we focused on the impact of
investment horizons of foreign investors on
earnings management. We measured
investment horizons of foreign investors as
the investor turnover is suggested by Gaspar
et al. (2005).

We found that equity ratio of foreign
investors and investment horizons of foreign
investors can reduce the firm’s use of
while this

earnings management,

relationship is more robust for investment

horizons of foreign investors. Our results
imply that when institutions’ investment
strategy is aligned with the long term growth
of firms, their presence has a positive impact
on managers’ behavior. Therefore, it can be
more important to consider for investment
horizons of foreign investors than equity ratio
of foreign investors on the impact of foreign
investors on the earnings management by
this paper. We hope that this study can help

Korea market be more developed.

Notes

(1) Because their firm characteristics are very
different from those of manufacturing firms.
(2) In descriptive statistics, INV-Term variables

is not dummy variable but continuous variable.
(3) Control Variables = asSIZEi,+ + asLEVi,¢

+ a7CFOst + asBIG44t + asOWN;i,t + a0 A ROA;t

+ a1 A LEVit + aisLossit + ais~16YEAR

+ a17~25IND + ;¢
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VI Summary of Articles

Sustainability of an Organization and Evolution of
Financial Reporting Under Global Economy

The title of the

“Sustainability of an Organization and

discussion 1is

Evolution of Financial Reporting Under
Global Economy,” which provides three

points to be considered in order to

understand the implications of the title.

They are;

(a) Globalization of economic and social
activities of entities

(b) Sustainability of an entity

(¢ Evolution of financial reporting in
response to the changes in needs of
stakeholders

Regarding the first point, the globalization

of economies requires common standards

that depict entities’ activities both 1in

financial results and non-financial results.

For non-financial activities, an integrated

report that is in conformity with the IIRC

Framework could be a main stream of such

non-financial information reporting.

Regarding the sustainability of an entity,
it is important to meet the needs of not only
kinds of

stakeholders in order for the entity to be

investors but also various

sustainable. A notion that the entity’s

Tatsumi Yamada
Partner, KPMG AZSA LLC

obligations must be expanded to meet
various stakeholders’ expectations such as
reducing the greenhouse gas emissions and
investing money for training of human
resources, which is called as “creation of
values for stakeholders and society at large”
in addition to creation of value for investors.

Regarding evolution of financial reporting
in response to the changes in needs of
stakeholders, it is important to know that
focus of information needs of the
stakeholders is shifting from the financial
information to non-financial information
because stakeholders want to know how an
entity meets expectations expressed by
various stakeholders which are not limited
to financial information. An importance of a
notion of “corporate reporting”, which is
consisted of financial and non-financial
information, should be emphasized and
developed further to balance the needs of
both information. It might be useful to create
a new  standards-setter = that has
responsibility over both financial and

non-financial information disclosures.
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The Realities and Subjects of Integrated Reports

in Japan

Hiroaki Jindo

National Graduate Institute For Policy Studies

Integrated Reports in Japan are voluntary
disclosure method, but the number of them
is gradually increasing. It is said to be
probably 200 in 2015, and over 300 in 2016.
Nevertheless, the details of Integrated
Reports are not always clear.

This paper shows the realities and
subjects of Integrated Reports in dJapan
based on the present results of the research
“The

Management and Accounting as a whole in

project Reform  of  Economy,

terms of Integrated Thinking” by Research
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Institute of Capital Formation, Development
Bank of Japan Inc. and the interim report of
Questionnaires related to Integrated Reports
in Japan.

Integrated Reporting is an effective
communication tool for other important
stakeholders than investors in response to
each management strategy by firm, but it is
just from now on that Japanese firms take
for improvement in quality related to the

contents of Integrated Reports seriously.



Integrated Disclosure of Sustainability

-Risk Information

Risk

financial reporting users assessing and

information 1is fundamental to
predicting about the future cash flow of an
entity. It is generally accepted that risk
information is critical to understanding the
financial and non-financial performance of
an entity. It is also accepted that a better
understanding of sustainability would be
beneficial by stakeholders. Measuring an
social  and

organization’s economic,

environmental performances is often
referred to as the triple bottom line.

In this paper, I try to (1) integrate
information among the sustainability of
business, (2) integrate information among
the risks of business, and (3) integrate
sustainability  information and  risk
information.

As the result of these consideration I can

explain that it is possible to disclose

Noriyuki Konishi

Aoyama Gakuin University

integrated sustainability-risk information of

business. Because the integrate of
sustainability-risk associated with economic,
social and environmental performances has
made sustainability a strategic priority for
companies as part of their overall business
strategy. So the integrating risk assessment
processes and the risk disclosure by risk
management can change sustainability
report into integrated report.

It is stated that enhanced integrated
information about what companies do to
assess and manage sustainability-risk will
(i) encourage better risk management, (ii)
improve accountability and corporate
accountability of management, (iii) help to
ensure the equal treatment of stakeholders,
(iv) provide practical forward-looking
information, (v) improve the usefulness of

financial reporting.
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Accounting for Impairment of Financial
Instruments:  Recognition, Deduction, and
Reversal

Ryohei Negishi

This paper outlines the International
Accounting Standards Board (IASB) and
Board

elucidates the

Financial Accounting Standards
(FASB) Standards, and
changes and problems associated with the
impairment of financial instruments. It also
examines the accounting for impairment of
financial instruments, especially recognition,
deduction, and reversal.

Unlike conventional accounting practices,
the new methods of accounting for
instruments
proposed by the IASB and FASB eliminate

qualitative criterion to recognize impairment

impairment of financial

losses for most of the financial instruments,
and adopts allowance approach (indirect

deduction through allowances) that allows
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Waseda University

for the reversals of impairment losses.

However, amid these changes, the
impairment concept of financial instruments
in the new accounting methods proposed by
the IASB and FASB is ambiguous. Because
the criterion to determine whether a
financial asset is impaired is not consistent
with the

recognition, and especially in the case of

timing of impairment loss
available-for-sale securities, the reversal in
allowance approach may involve not only
credit risk factors but also other market
factors.

To make the impairment concept clear,
this paper proposes that different methods of
accounting be adopted on the basis of the

collectability of financial instruments.



Tax Saving
Corporations in China

whether

multinational corporations (MNCs) in China

This paper investigates
take advantage of the difference between
their overseas parent companies’ tax rate to
reduce their overall tax burden as a group. If
the MNCs in China do have this tax saving
motivation, it is the most common way of
shifting their taxable income by using
artificial transfer prices in related parties
transactions to achieve this objective. This
paper aims to argue that the existence of
manipulation transfer pricing behaviors
among MNCs in China. There is a lot of
evidence from other capital markets that
MNCs take advantage of the difference
between their overseas parent companies’

tax rate to reduce their overall tax burden as

Motivation of

Multinational

Liu Gong Ping

Kwansei Gakuin University

a group, but only limit to existing empirical
literatures on the China capital market.
Therefore, it is necessary to make this issue
clear by providing more empirical evidence.
This paper investigates the effect of overseas
parent companies’ tax rate on the MNCs’
pretax profits to sales ratio, return on assets,
tax payment to sales ratio in China by using
firm-level financial data from 2008 to 2012.
We assume that if the MNCs in China do
have tax saving motivation, their overseas
parent companies’ tax rate would produce a
significant effect on the three indices
aforementioned. We employed an one-way
analysis of variance (ANOVA) to test this
assumption and we found the result supports

our hypothesis.
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The Choice of Local GAAP in European Stock
Market - The Case of Germany -

This paper examines the standard choice
and application of local GAAP by European
after the of the
International Financial Reporting Standards
(IFRS). In the EU, the IFRS have applied for

consolidated

companies adoption

accounts of  European
companies listed on the regulated market on
and after 2005. However, the local GAAP is
still available for registered companies on
the exchange-regulated market in Germany
and France. For example, Frankfurt
regulated markets require complying with
the IFRS under European and German laws,

but the exchange-regulated market, Entry
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Tomomi Shiosaki

Kyushu University

Standard, requires compliance with either
the German standard or the IFRS in
preparing consolidated accounts. We analyze
the standard choice of European companies
using Database Osiris, especially focused on
German companies to evaluate companies’
motivation to use local GAAP. As a result, we
found that about 60 percent of German
companies chose local GAAP on the Entry
Standard and that Frankfurter stock market
structurally changed after adoption of the
IFRS because the Entry Standard has grown
since 2005.



Standardization Efforts of Accounting Data, Data
Analytics as Future Prospects of the Accounting
Audit, and the Impact to Integrated Report

Seen many advances of technology that
causes a large change in the future of the
economy and society and industry, can occur
impact on the profession, including audit
professionals. Moreover, progress in this
technology, if replaced by another words, the
data to be processed by the computer can be

said to be that play an important role. It can

Akinori Kimura
Certified Public Accountant

be said Data Centric Economy of the era has
arrived. This paper is introduced, we look
back at the history of accounting audit from
these

standardization efforts of accounting data,

times like circumstances,
data analytics as future prospects of the
accounting audit, and the impact to

integrated report.
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Future Possibility of Assurance on Integrated
Reporting - Credibility Enhancement on Business
Reporting in the Age of Globalization -

International Integrated Reporting
Council issued “Assurance on <IR>! an
in dJuly 2014.

Currently the discussion on integrated

Exploration of Issues”
reporting is extended from its disclosures to
the assurance on integrated reporting.

If the integrated reporting is utilized for
the communication with community, the
mechanism providing credibility is required.
The need for assurance is recognized in this
context. However, there are a lot of issues to
be solved in order to provide the assurance
on integrated reporting.

After

integrated reporting, this paper studies how

confirming the objective of
to apply the assurance mechanism to
integrated reporting based on “Assurance on

<IR>: an Exploration of Issues”. More
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Yuichi Torikai

Toyo University

precisely, the paper clarifies the definition of
assurance engagement, identifies subject
matter in the integrated reporting, and
finally explores the future possibility and the
challenging area, including how to handle
non financial information and apply
materiality concept.

Since the integrated reporting is expected
to be assured by the assurance of general
purpose reporting targeted to the wide range
of stakeholders, I believe that the framework
for disclosures should be established based
on the agreement with community. With the
expansion of voluntary disclosures of
integrated reporting, it is expected that the
framework is going to be established in due

course.



The Interim Report of Study

Group: The

Conceptual Framework on the International
Financial Reporting Standards

The purpose of the study group is to clarify
the features and problems of the
International Accounting Standards Board’s
conceptual framework. The themes done by
the study group in this year are in the text of
this report. In this paper, we will examine
and clarify the features of the IASB’s

conceptual framework. As to the analytical

Isamu Iwasaki

Kyushu University

perspectives, firstly we will analyze how the
conceptual framework has changed as the
result of the joint working group with the US
Financial Accounting Standards Board, and
secondly we will show the arrival point of the
structure of financial accounting in the

framework.
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IIRC Integrated Reporting Framework and

Integrated Reports

The theme of this research group is to
examine various subjects on ITRC Integrated
Reporting Framework and Integrated Report
from several viewpoints, such as difference
from conceptual framework for financial
reporting, business model and risk
disclosure, implication of intellectual capital,
human capital and natural capital as well as
financial capital, a problem of materiality
concept between IIRC Framework and GRI
Guideline, appreciation of value-added

statement, credibility and external
assurance with the process of shaping
integrated reporting, new trend of public
individual

disclosure regulations of

jurisdictions, and clarification of the actual

168

Osamu Furusho

Nihon University

conditions and classification of common
characteristics according to type.

As a point of comparison in examining
conditions in dJapan, this research group
highlights

concerning the formation of a new integrated

attention paid to problems

reporting superstructure and in which
financial and non-financial reporting are
systematically integrated to the extent
possible in clearly explicated relationships.
This research group raises additional issues
for institutionalization of integrated
reporting based on the “Comply or Explain”
approach within the larger framework of the
overall financial

integrated reporting

system.
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