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Abstract

:

This paper aims to examine the relationship between managerial ethics level and financial reporting quality mainly focusing on accounting conservatism. Recently, there has been evidence to support the argument that managerial ethics level can affect reporting quality in the business world. Hence, this paper seeks to compare both fraud and non-fraud firms in terms of their ethical practice in the business. Furthermore, this study provides a more realistic perspective by making a comparison with previous studies. To test the hypotheses, we chose 243 fraud firms and compared them with the same number of non-fraud firms listed in the KOSPI and KOSDAQ from 2005 to 2012. The analysis using two groups across the time horizon reveals that the measured values of accounting conservatism do not show any meaningful difference between fraud and non-fraud firms. Additionally, fraud firms have greater absolute discretionary accruals than their counterparts. This result suggests that fraud firms are more likely to manipulate their earnings than the non-fraud firms. Also, accruals quality of fraud firms is lower than that of non-fraud firms. The significance of the paper lies in the fact that we used different criteria to judge a company’s comparative ethics level.
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1. Introduction


Firms strive to improve their value by efficiently utilizing the resources provided by interested parties, such as shareholders, debtors, and regulators. In particular, managers directly operate and manage their business activities with fiduciary responsibilities. They, in turn, provide accounting information to outsiders of the company in order to help them make appropriate financial decisions. Financial statements are very important sources for stakeholders, especially when they try to make decisions. A firm’s annual report, disclosure, MD&A (Management Discussion and Analysis) and non-financial report also provide significant information to outsiders. Therefore, a firm’s financial performance as well as the quality of reporting is likely to reflect the fulfillment of the manager’s fiduciary responsibilities and reporting obligation. Consequently, when a company’s financial performance is determined by the ability of the manager, the reporting quality would reflect the manager’s level of ethics. Such reporting quality is defined in different aspects; they can be interpreted in terms of reliability of accounting information, earning’s quality, appropriate audit activity and accounting transparency. It is the quality of financial reporting that affects the company’s cost of capital as well as the interested parties’ decision-making [1].



Jianu et al. [2] demonstrates that sustainability positively influences the performance from the perspective of firms’ marketing and reporting, they argue that a company’s market positioning can be strengthened by sustainability and marketing reports. If it is true, firms’ reporting could be a tool for marketing and public relations documents, and its high quality would lead to sustainable management as well as better positioning on capital markets.



Globally, a firm’s level of ethics and its ethical characteristics are being recognized as important factors for survival in the market in recent years. In the past, corporations used to focus on profit maximization; however, they were required to expand their role in order to mediate the conflict among various interested parties. Ethical practice of business has become an important issue in society with emphasis on firms’ social responsibilities. Due to the development of information technology, deregulation, and the strengthening of consumers’ rights, the demand for ethical practice of business as well as improving the level of consciousness have increased.



Under the circumstances, if a manager’s characteristic, morality, and ethicality affect various corporate activities, we can predict that they can also affect the accounting reporting quality. More specifically, if a manager’s level of ethics affects the reporting quality, which is substantial in financial decision-making for interested parties, we need to examine the relationship between the level of a manager’s ethics and the quality of financial reporting. In the same context, some literatures examined this relation. Jones and Loe et al. [3,4] argue that ethics of a corporation affects general corporate activities and a high level of ethics prevents the manipulation of accounting information. The obvious example to explain this relation can be Enron’s accounting scandal in 2001. Considered as the worst accounting fraud in history, Enron took advantage of the accounting flexibility and withheld relevant information regarding its low profitability and high risk, only to go through a bankruptcy process [5].



In South Korea, since the late 1990s, managerial ethics has been strongly emphasized in the realm of business because the government regarded the moral hazard and lack of transparency of financial reporting in corporations as the main cause of the financial crisis at that time. Accordingly, various researchers have attempted to examine the relation between the level of corporate ethics and the quality of accounting reports. Moon [6] examines business ethics as to how it affects the transparency of financial reporting by looking at the discretionary accruals. She suggests that firms that established a business ethics code conveyed higher accounting reporting quality than those that did not. In addition, Pae and Choi [7] provide the ECI (Ethical Commitment Index) (The Ethical Commitment Index indicates a firm’s levels of ethics) and examine the relation between business ethics and accounting report quality, such as discretionary accruals, accounting conservatism, and accruals quality. The result also presents that firms with higher ECI have higher reporting quality. Overall, these results prove the reporting activity as one of the manager’s activities as well as reflect on the level of their moralities and ethics.



However, the literature is limited in that they do not measure a firm’s level of ethics properly and effectively. Thus, this paper attempts to solve this problem by using a sample of fraud firms and non-fraud firms. We acknowledge that fraud cases may generally reflect the level of ethics and therefore examined the relation between managerial ethics and reporting quality by comparing fraud firms with non-fraud firms. While Pae and Choi [7] developed ECI from a survey among corporate managers and Moon [6] used the adoption of an Ethics Code as the measure for business ethics, we differentiated between fraud firms and non-fraud firms in terms of reported cases of embezzlement and dereliction of duty. Therefore, we provided a more tangible and obvious proxy to test the relation between the level of ethics and the quality of financial reporting. One of the shortcomings of Pae and Choi’s survey, from which they developed ECI, is that the answers might be untruthful. In the same light, as criminals not wanting to admit their crime, managers withholding negative information might not want to reveal their true sentiments [7]. It is likely that ECI has severe measurement errors in terms of the true level of ethics. Meanwhile, Moon [6] uses firms that adopted the Business Ethics Code as the measure for her ethical standard. However, Loe et al. and Stevens argue that the Business Ethics Code does not guarantee a corporation’s ethics level and therefore, the Business Ethics Code is not an appropriate criterion [4,8]. Therefore, we use a more suitable criterion in order to evaluate the level of ethics by using a fraud firm sample in terms of embezzlement and dereliction of duty from KIND (Korean Investor’s Network for Disclosure System)). Hence, we attempted to mitigate the problem of coming up with a proper measure. Finally, we examined the relation between managerial ethics level and financial reporting quality, mainly focusing on accounting conservatism.




2. Literature Analysis and Development of Hypothesis


2.1. Managerial Ethics and Fraud Firm


Most researchers assume that managers seek their private interest rather than enhance their firm’s value. However, Norreen [9] argues for a need to expand the research perspective in a more comprehensive light in terms of manager behavior. A manager’s behavior affects non-economic incentives as well as economic incentives, such as conscience, religion, culture, and individual characteristic. Schwepker and Ingram, Wimbush and Sherpard, and Wimbush also argue that corporate culture is related to a manager’s ethical behavior [10,11,12].



Corporation ethics determines the level of manager ethics; moreover, it also influences the firm’s financial performance and non-financial performance. Most studies that relate a firm’s ethics level with performance suggest that a corporation’s ethics level and firm performance show a positive relationship [13,14,15]. Additionally, Epsten et al. [16] report that corporate ethical activities are favored by investors when it comes to their financial decision-making In Europe, investors consider ethicality when they trade their stocks [1,17]. Institutions such as universities, pension funds, and religious organizations hold fewer stocks in non-ethical firms [18]. Meanwhile, Moon [6] reports that firms that adopted the code of ethics have a higher ratio of operating profit to sales than firms that did not. Table 1 shows various studies which find the relationship between business ethics and corporate performance.




2.2. The Financial Reporting Quality


One of the most typical attributes of the financial reporting quality is accounting conservatism [19]. FASB No. 2 defines accounting conservatism as a prudent accounting treatment that is required for a company in the face of uncertainty and risks. Similarly, IFRS defines conservatism as prudence, and asserts that a careful accounting treatment should not overestimate earnings or underestimate expenses in uncertain circumstances. Accounting conservatism has been highly demanded by investors since the Enron scandal [20,21]. This also reflects the argument made by Watts [22], that the demand for accounting conservatism is strengthened by high litigation risk, regulation, and leverage.



A firm’s earnings management has also generally been considered as the main determinant of financial reporting quality. Because earnings management is a typical way for managers to seek private interest, this engenders investors to opt for the adverse selection when they allocate their resources. While accounting fraud is regulated by law, it is almost impossible for GAAP to prohibit earnings management perfectly; managers attempt to maximize their private interest through earnings management. For example, they adjust the timing of sales and purchase, decomposition of assets, changing accounting policy, and extraordinary depreciation, and so on [23].



Research on earnings management and its incentives have been extensively conducted. The typical motivation for earnings management recognizes earnings smoothing [24], tax minimization [25,26,27], regulation [27,28,29], and manager compensation [30,31]. Watts and Zimmerman argue that earnings management is affected by the manager’s compensation, the possibility of violation of debt covenant, and political cost [32].



In South Korea, there have been many studies on the behavior of earnings management and its possible motivation. Whang [23] reports that more than 80% of the companies conduct earnings management through the adjustment of business schedule. Song and Choi also examine the relationship between accounting change and earnings smoothing, and reports that companies conduct earnings management in order to make reported earnings come close to normal earnings or expected earnings [33].



Substantiated by such studies on the behavior of earnings management and conservatism, the economic consequences of the financial reporting quality in the corporate field have been actively investigated. More specifically, the cost of capital is one of the main elements that are affected by the financial reporting quality. Francis et al. examines how financial reporting quality is related to the cost of capital by investigating seven different attributes of the reporting quality [34]. Bhattacharya et al. also examine the relationship between the cost of capital and the transparency of accounting procedure across several countries [35]. Li and Richie report that a higher level of earnings smoothing may produce a lower cost of capital and a higher credit grade [36]. Ahmed et al. and Zhang also argue that the cost of capital is determined by the level of accounting conservatism [37,38]. In South Korea, Yang et al. and Park et al. report that the higher its level of earnings smoothing, the lower the company’s credit level [39,40]. Finally, Jung and Yu [41] argue that accounting conservatism decreases the cost of capital from the stock market. These studies portray that earnings management, accounting conservatism, and accruals can affect the cost of capital.



As another aspect of financial reporting quality, value relevance of accounting information can be considered. Generally, the more relevant the accounting information is, the higher the financial reporting quality. Jianu et al. [42] studied empirically whether investors in the Romanian stock market perceive accounting information to be value-relevant and they obtained evidence of value relevance of accounting information based on the return and price model. When it comes to financial reporting quality, however, earnings management and accounting conservatism are usually used as a concept to evaluate firms’ financial reporting quality.




2.3. Development of Research Hypothesis


As proven by the studies, we acknowledge that corporate ethics affects business activities. Norreen [9] argues that managerial behavior is affected by economic motivation as well as non-economic motivation. Schwepker and Ingram, Wimbush and Shepard, and Wimbush also suggest that corporate culture can yield certain ethical behaviors; further, it is deeply related to managerial unethical behaviors [10,11,12]. Based on this suggestion, we predict that corporate reporting activity is particularly affected by its level of ethics or managerial ethics. Such research direction is currently widespread due to the adoption of the business ethics system and demand for business ethics consciousness. Enron’s scandal is one of the outstanding examples showing the importance of business ethics. Thus, Healy and Palepu [5] argue that the scandal is obviously an extreme case that shows a corporation’s unethical behavior and illegality. In addition, Touche Ross [43] argues that the manager’s tendency for short-term profits drives the corporation’s unethical behavior and, as a result, financial reporting quality declines.



Meanwhile, SERI [44] reports that the adoption of ethical management increases accounting transparency. Moreover, Choi and Lee [45] examine the acceptability of ethics among accountants, such as CPAs, institutional investors, and treasurers. The result reveals that while treasurers are most generous of earnings management, CPAs and regulators are most conservative on earnings management. More specifically, it shows that a manager’s attitude is most generous in terms of earnings management. This attitude implies that the financial reporting quality is affected by the level of managerial ethics. A more direct approach for suggesting that corporate and managerial ethics can affect the financial reporting quality is proposed by Moon [6] and Choi and Pae [7]. Moon [6] compares the firms that adopted the business ethics code with those that did not and shows how the adoption of such ethics code decreases the discretionary accruals. Choi and Pae [7] investigate the relation among ECI (Ethical Commitment Index), corporation’s discretionary accruals, accounting conservatism, and accruals quality. As a result, when ECI is high, the level of discretionary accruals decreases with a high level of accounting conservatism. Based on the evidence that ethical management or level of ethics can affect the financial reporting quality, we provide the following hypotheses demonstrating that firms that have had fraud scandals would retain lower financial reporting quality, whereas firms with clean track records would hold higher financial reporting quality.



Hypothesis 1.

Fraud firms have a lower level of accounting conservatism (CSCORE) than non-fraud firms.







3. Research Design


3.1. Proxies for Financial Reporting Quality


We adopt accounting conservatism (CSCORE: Basu [46]; Khan and Watts [47]), discretionary accruals (DA: Kothari [48]) and accruals quality (AQ: Dechow and Dichev [49]; McNichols [50]; Francis et al. [51]) as proxies for financial reporting quality, because financial reporting quality is highly related to managers’ discretionary accounting choices.



3.1.1. Accounting Conservatism (Khan and Watts [47]): CSCORE)


We also measure CSCORE (Khan and Watts [47]) for firm-year level of accounting conservatism in order to show the relationship between the level of managerial ethics and financial reporting quality. We use Basu’s model, which measures asymmetric timeliness in terms of earnings recognition, thereby representing the level of accounting conservatism. We have derived the coefficient values for each firm and year.


     X  i , t   =    β  1 , t   +    β  2 , i , t    D  i , t   +    β  3 , i , t    R  i , t   +    β  4 , i , t    D  i , t   *  R  i , t   +    ε  i , t      



(1)







   X  i , t    : Value of earnings before nonrecurring items divided by market value of equity for firm i



   D  i , t    : If the adjusted annual stock return is below 0, dummy has a value of 1, otherwise 0



   R  i , t    : Annual market adjusted stock return for firm i



Here, i represents the firm, t means the year and the earnings divided by market value is represented as x. R is the cumulative market-adjusted return and D is the dummy variable for a negative return.    β  4 , j , t     in Equation (1) is the incremental timeliness of bad news over good news. It shows a firm’s accounting conservatism level by year.    β  3 , i , t     (timeliness of good news) and    β  4 , i , t     (conservatism) are coefficients indicating the timeliness of good news and the level of accounting conservatism by firm-year.


  GSCORE ≡    β  3 , i , t   =    μ  i , t   +    μ  2 , t   M K  V  i , t   +    μ  3 , t   M  B  i , t   +    μ  4 , t   L E  V  i , t    



(2)






   CSCORE  ≡    β  4 , i , t   =    λ  i , t   +    λ  2 , t   M K  V  i , t   +    λ  3 , t   M  B  i , t   +    λ  4 , t   L E  V  i , t    



(3)







  M K  V  i , t    : Log value of market value for firm i



  M  B  i , t    : Market value divided by book value for firm i



  L E  V  i , t    : Book value divided by debt for firm i



MKV is the natural log value of the market value, MB is the market-to-book ratio, and LEV is the debt-to-equity ratio.    β  3 , i , t     (timeliness of good news) and    β  4 , i , t     (conservatism) from Equation (1) are derived in Equations (2) and (3).


    X  i , t   =    β  1 , t   +    β  2 , t    D  i , t   +    R  i , t    (   μ  i , t   +    μ  2 , t   M K  V  i , t   +    μ  3 , t   M  B  i , t   +    μ  4 , t   L E  V  i , t    )     +    D  i , t   *  R  i , t    (   λ  i , t   +    λ  2 , t   M K  V  i , t   +    λ  3 , t   M  B  i , t   +    λ  4 , t   L E  V  i , t    )     +  (   δ  1 , t   M K  V  i , t   +    δ  2 , t   M  B  i , t   +    δ  3 , t   L E  V  i , t   +  δ  4 t    D  i , t   M K  V  i , t   +  δ  5 , t    D  i , t   M  B  i , t   +    δ  6 , t    D  i , t   L E  V  i , t    )    +    ε  i , t     



(4)







The coefficients in Equation (4) estimated by firm-industry and year are    λ  1 , t    ,    λ  2 , t    ,    λ  3 , t    , and    λ  4 , t    . They are later adopted to measure CSCORE. A greater CSCORE indicates a higher level of accounting conservatism. These coefficient values are tested by various accounting conservatism measures in Khan and Watts [47]. The result shows that CSCORE reliably represents the level of accounting conservatism. Thus, we expect that the asymmetric timeliness of earnings as financial reporting quality is related to managerial ethics.




3.1.2. Discretionary Accruals (Modified Jones Model 1995; Kothari Model 2005)


We adopt Kothari’s model to mitigate the measurement error of the modified Jones Model (Dechow et al. [52]), which has been a method widely used to estimate discretionary accruals. Kothari’s model (Kothari et al. [48]) estimates discretionary accruals by adjusting firm performance based on the modified Jones model. From this model, we estimate non-discretionary accruals (NDA) and then subtract NDA from the total accruals (note: NI-CFO). The final output from the calculation provides the discretionary accruals (DA).


   A c c J M D  A  i , t       =   ( T  A  i , t   /  A  i , t − 1   ) − (    α 0   ^     (   1   A  i , t − 1      )  +    α 1   ^     [    Δ R E  T  i , t   −   Δ R E  C  i , t      A  i , t − 1      ]  +      α 2   ^     (    P P  E  i , t      A  i , t − 1      )    



(5)






   A c c K O D  A  i , t       =   ( T  A  i , t   /  A  i , t − 1   ) − (    β 0   ^     (   1   A  i , t − 1      )  +    β 1   ^     [    Δ R E  T  i , t   −   Δ R E  C  i , t      A  i , t − 1      ]  +      β 2   ^     (    P P  E  i , t      A  i , t − 1        )  +      β 3   ^    l a g g e d  (  R O  A  i , t − 1    )    



(6)







  A c c J M D  A  i , t    : Discretionary accruals for firm i at year t by using the Modified-Jones Model (Dechow et al. 1995)



  A c c K O D  A  i , t    : Discretionary accruals for firm i at year t by using Kothari et al.’s (2005) model



  T A C  C  i , t − 1    : Total accruals for firm i at year t-1



  Δ R E  V  i , t    : Change of sales at year t: t-(t-1)



  Δ R E  C  i , t    : Change of account receivable at year t: t-(t-1)



  P P  E  i , t    : PPE for company i at year t



  l a g g e d    (  R O A  )    i , t − 1    : Profitability of total assets: NI/TA



   A  i , t − 1    : Total assets at year t-1



We estimate NDA using firm-specific industry observation and cross-sectional analysis from the years 2005 to 2012 (DeFond and Jiambalvo [53]; Subramanyam [54]). During the period in the 2000s when economy expands, the time series stability is likely to be ruined. Hence, this seems to create a biased coefficient if we use the time series model to estimate non-discretionary accruals. Therefore, in this paper, we use DeFond and Jiambalvo [53] and Subramanyam’s [54] model in order to protect the bias based on the cross-sectional model instead of the time-series model). The coefficients estimated from the regression are applied to Equations (5) and (6) in order to measure discretionary accruals; then, the estimated absolute value is used to gauge the level of earnings management.




3.1.3. Accruals Quality


Accruals quality is seen from the perspective that earnings are closely related to cash flow among all other financial reporting quality measures (Penman [55]; Harris et al. [56]). Dechow and Dichev [52] suggest a method that adopts a regression model, where current accruals are compared with the cash flow of the prior, current, and posterior periods. We adopt McNichols’ [51] model, which is based on the Dechow and Dichev [52] model, in order to estimate accruals quality. We use the standard deviation of discretionary accruals for 5 years according to Dechow and Dichev [52]. Dechow and Dichev [52] argue that accruals quality is determined by the variation and uncertainty of accruals for a multiperiod. The accruals value for working capital is used for the regression on prior, current, and posterior period’s cash flow. The unexplained portion in the equation is in a negative relationship with accruals quality. Francis et al. [50] argue that accruals quality fundamentally includes the comprehensive uncertainty of accruals. They also suggest that Dechow and Dichev’s model may not precisely provide the total accruals because there can be effects of the past in the relation between non-current and realized cash flow. Therefore, we adopt the modified Dechow and Dichev model (McNichols [50]; Francis et al. [51]). McNichols [50] and Francis et al. [51] verified the high explanatory power of the cross-sectional Dechow and Dichev [52] model, which includes the Sales and PPE variables.)


      T C  A  i , t     A s s e t s     i , t   =    φ  0 , i   +    φ  1 , i     C F  O  i , t − 1     A s s e t  s  i , t     +  φ  2 , i       C F  O  i , t     A s s e t  s  i , t       +  φ  3 , i     C F  O  i , t + 1     A s s e t  s  i , t     +    φ  4 , i   Δ R E  V  i , t   +    φ 5  P P  E  i , t   +    v  i , t    



(7)







  T C  A  i , t    : Total current accruals for firm i at year t



  A s s e t  s  i , t    : Average total assets for firm i at years t and t-1



  C F  O  i , t    : Operating cash flow for firm i at year t



  Δ R E  V  i , t    : Sales subtracted by prior sales for a firm i at year t



  P P  E  i , t    : PPE for firm i at year t



   v  i , t    : Residual value estimated from industry-year regression for firm i at year t



We separate the KOSPI from the KOSDAQ market and classify 11 industry categories following prior studies. Further, we have conducted a cross-sectional regression from t-4 to t-year by firm-year according to Equation (7). Using the standard deviation for accruals for 5 years from the regression, we calculate accruals quality by multiplying the standard deviation by −1.





3.2. Research Model


As mentioned above, we establish 3 different research models to test the relationship between managerial ethics and financial reporting quality. First of all, we establish the research model in order to verify the level of financial reporting quality with fraud firms in terms of embezzlement and dereliction of duty.




    A b s D A    ( R )    i , t   =    α 0  +    α 1    F R A U  D  i , t   +    α 2  C F  O  i , t   +    α 3  S I Z  E  i , t   +    α 4  L E  V  i , t   +    α 5  M  B  i , t     +    α 6  R E  T  i , t   +   α 7  R O  A  i , t   +    α 8  G R  W  i , t   +    α 9  B I G  4  i , t   +    α  10   C S C O R  E  i , t   +    α  11   A c c Q u a  l  i , t   +  α  12   I N D U S  D t  +    α  10   Y E A R  D i  +  ε  i , t      



(8)





AbsDA is the dependent variable representing the financial reporting quality. FRAUD is a dummy variable for fraud firms, which is our main focus. The control variables are operation cash flow (CFO), prior total accruals (TACC), prior debt-to-equity ratio, growth ratio (GRW; GRW indicates the growth rate of total asset of a company), auditing quality (BIG4; Big4 includes Ernst & Young Global Limited, Samjong KPMG, Deloitte Anjin and Samil PWC), market dummy (Market; The Korean stock market is divided into KOSPI and KOSDAQ), industry dummy (INDUS) (Using Guide 5 provided in FnGuide, we establish the 12 categories of industry. In this paper, we only use a total of 11 industry groups, omitting the financial industry, for analysis) and year dummy (YEAR).



Dechow et al. [49] report that the estimation error of current accruals is the result of the distorted behavior of managers’ opportunistic reporting activity. They argue that the main factor of earnings management is operating cash flows. Therefore, we select the prior total accruals in order to control for the reverse effects of discretionary accruals. LEV is selected as a control variable because it has an incentive for earnings management, particularly when a high debt-to-equity ratio firm is faced with a risk of debt covenant violation (DeFond and Jiambalvo [53]; Hageman and Zmijewski [57]). Also, the growth variable (GRW) is selected because the high growth rate of firms can lead to earnings management Yoon [58]. Kim et al. [59] report that high audit quality can control managers’ opportunistic behaviors and also, the firm can retain a more conservative attitude in applying and interpreting accounting rules. Therefore, we include the auditing quality variable (BIG4), size, industry, and year as the control variables. Finally, we include the market dummy as the last control variable because each stock market has its unique attributes.



The main purpose of this paper is to find the relationship between fraud firms and the absolute value of discretionary accruals. We expect a fraud firm to have a greater absolute value of discretionary accruals (AbsDA) than a non-fraud firm.



We then establish the second research model in order to test the hypothesis that fraud firms have lower levels of accounting conservatism (CSCORE) than non-fraud firms.




       CSC ORE    i , t   =    α 0  +    α 1    F R A U  D  i , t   +    α 2  C F  O  i , t   +    α 3  S I Z  E  i , t   +    α 4  L E  V  i , t   +    α 5  M  B  i , t     +    α 6  R E  T  i , t   +     α 7  R O  A  i , t   +    α 8  G R  W  i , t   +    α 9  B I G  4  i , t   +    α  10   A c c K O D  A  i , t   +    α  11   A c c Q u a  l  i , t   +  α  12   I N D U S  D t  +    α  10   Y E A R  D i  +    ε  i , t      



(9)





Equation (9) above shows the relationship between fraud and accounting conservatism. It establishes CSCORE as the dependent variable, and fraud dummy (FRAUD), ROA, growth rate (GRW), audit quality (BIG4), market dummy (MARKET), industry dummy (INDUS) and year dummy (YEAR) as the independent variables. Whang et al. [23] assume that firms with high quality audit are likely to have high levels of accounting conservatism; further, they report that firms audited by BIG4 tend to display more conservatism in their accounting customs. Therefore, we include BIG4 as a control variable.



We establish Equation (10) in order to test the third hypothesis, that fraud firms have lower accruals quality (AQ) than non-fraud firms.




    A c c Q u a  l  i , t   =    α 0  +    α 1    F R A U  D  i , t   +    α 2  C F  O  i , t   +    α 3  S I Z  E  i , t   +    α 4  L E  V  i , t   +    α 5  M  B  i , t     +    α 6  R E  T  i , t   +   α 7  R O  A  i , t   +    α 8  G R  W  i , t   +    α 9  B I G  4  i , t   +    α  10   A b s K O D  A  i , t   +    α  11   C S C O R  E  i , t   +  α  12   I N D U S  D t  +    α  10   Y E A R  D i  +    ε  i , t      



(10)





Equation (10) explores the relationship between managerial ethics level and financial reporting quality. We adopt accruals quality as the dependent variable. The dependent variable of this equation is AQ (accruals quality), measured by Dechow and Dichev’s [52] model. The FRAUD variable is the interesting variable. To investigate the relationship, we use the same control variables as in Equations (8) and (9).





4. Sample and Result


4.1. Sample


We extracted the sample in order to conduct an empirical analysis over the period of 2005–2012. In this paper, we set the research period from 2005 to 2012 because data was provided since 2005 and we included only the firms that closed an account in December. Also, as the proxy of corporate ethics, we collected the sample of fraud firms from firms that were convicted of embezzlement and dereliction of duty. Table 2 shows the distribution of the fraud sample by year; 56 fraud firms belonged to KOSPI, and the remaining (187 fraud firms) to KOSDAQ. We use all the 14,361 firm-year observations and also created a benchmark group which was selected based on the same industry category and similar size with firms that were not involved in embezzlement and dereliction of duty as the control group over the years 2005–2012. The results of Table 1 show that the overall frequency of fraud is uniform. Fraud cases in KOSDAQ were three times as frequent as those in KOSPI due to the lower listing requirements. Consequently, we interpret that the KOSPI market may be healthier than the KOSDAQ market.



The number of samples for embezzlement and dereliction of duty was excluded for firms which experienced both cases more than twice in the same year.



We collect data by using the Data Guide5 that is provided by FNGuide. A fraud firm’s data is obtained from the KRX’s KIND in order to estimate the absolute value of discretionary accruals, accounting conservatism and accruals quality.



Table 2 suggests the statistics of the main variables. The modified Jones Model and the Kothari model with added ROA, which is based on the modified Jones model, shows the absolute discretionary accruals (AbsDA) with a mean value of 0.148 and 0.144. The CSCORE based on Khan and Watts [47] show a mean value of 0.326. The mean value of accruals quality is −0.138. The mean value of operating cash flow is 0.028 and leverage at 0.486.




4.2. Result


4.2.1. Main Result of Regression


The main aspect of this model is the relationship between accounting conservatism and financial reporting quality. To test the relationship, we use CSCORE, which represents accounting conservatism, and FRAUD dummy variable, which indicates the level of managerial ethics.



Sadly, the result from Table 3 shows that CSCORE and FRAUD variables have an insignificant relationship, which is inconsistent with the second hypothesis. The main result of the pooled regression suggests −0.012 (t-value: −0.590), and the matched regression shows 0.012 (t-value: 0.380). Thus, this does not satisfy our prior expectation. In terms of the results for other control variables, leverage (LEV), market to book ratio (MB), stock return (RET) and growth ratio (GRW) have a positive relationship with reporting quality, as represented by CSCORE. Because a higher growth rate causes higher information asymmetry, it requires strong accounting conservatism (LaFond and Watts [60]). On the other hand, our result contradicts the suggestion that higher auditing quality leads to strong accounting conservatism. Thus, we suggest that this relationship be tested again.




4.2.2. Additional Analysis


We also established the following hypotheses to investigate whether they conform with prior research results. Two additional analyses have been conducted. One is for testing whether



Hypothesis 2.

Fraud firms have greater discretionary accruals (DA) than non-fraud firms. 





and the other is for testing whether



Hypothesis 3.

Fraud firms have lower accruals quality (AQ) than non-fraud firms. 





First, Table 4 shows the relationship between absolute value of discretionary accruals (AbsDA) and fraud firm (FRAUD) variables. Panel A in Table 4 provides the results of absolute discretionary accruals, modified from the Jones Model and Kothari’s Model with pooled and matched regression. The result shows that the coefficients of AbsJMDA in the pooled and matched regression are 0.134 (t-value: 9.040) and 0.092 (t-value: 2.020), both significant. Also, the results from AbsKODA with the regression are 0.139 (t-value: 9.340) and 0.092 (t-value: 2.000), both significant. Panel B in Table 3 suggests the results of absolute discretionary accruals, modified from the Jones Model and Kothari’s Model with pooled and matched 2SLS regression. In this paper, we assume there is a simultaneous relationship between a firm’s ethics level and reporting qualities; therefore, we attempt the 2SLS to solve endogeneity problems that can be generated from the simultaneous relationship. We replace the FRAUD variable with its estimated coefficient value in each main model. First, we attempt the first regression to predict an estimated value of FRAUD, as follows, and then we adopt the estimated value of the FRAUD variable in the main model.   F R A U  D  i , t     =    γ 0    +    γ 1      F R A U  D  i ,   t − 1     +    γ 2  S I Z  E  i ,   t     +    γ 3      L E  V  i , t     +    γ 4      M a r k e  t  i , t     +    γ 5  G R  W  i , t     +    γ 6      B I G  4  i , t     +    γ 7      R O  A  i , t     +    ε  i , t     (First Stage) The result shows that the coefficients of AbsJMDA in the pooled and matched regression are 0.587 (t-value: 6.280) and 1.018 (t-value: 2.430), both significant. Also, the results from AbsKODA with the regression are 0.539 (t-value: 5.760) and 0.929 (t-value: 2.170), also both significant. Therefore, we find the relationship to be consistent with the first hypothesis. We realize that firms with low levels of managerial ethics display opportunistic behaviors in terms of reporting activity, and that this attitude has to do with the decrease in the reporting quality and financial reporting transparency.



In other words, this result suggests that firms with a record of embezzlement and dereliction of duty issue tend to hold a lower reporting quality. Among the control variables for testing the relationship between managerial ethics and reporting quality (AbsJMDA & AbsKODA), operating cash flow (CFO) and auditing quality (BIG4) are found to be significant. This is consistent with Dechow and Dichev’s argument, that cash flow is the main determinant of earnings management behavior. It is also consistent with Kim et al.’s [59] suggestion, that higher auditing quality can play a role in controlling managers’ opportunistic behaviors.



Table 4 is the result of the regression analysis, depicting the relationship between managerial ethics and the absolute value of discretionary accruals (AbsJMDA & AbsKODA).



Table 4 The Relationship between Managerial Ethics and Discretionary Accruals


   A b s D A    ( R )    i , t   =    α 0  +    α 1    F R A U  D  i , t   +    α 2  C F  O  i , t   +    α 3  S I Z  E  i , t   +    α 4  L E  V  i , t   +    α 5  M  B  i , t     +    α 6  R E  T  i , t   +     α 7  R O  A  i , t   +    α 8  G R  W  i , t   +    α 9  B I G  4  i , t   +    α  10   C S C O R  E  i , t   +    α  11   A c c Q u a  l  i , t   +  α  12   I N D U S  D t  +    α  10   Y E A R  D t  +    ε  i , t     











Finally, Table 5 shows the relationship between accruals quality and the level of managerial ethics from the regression results. We also use operating cash flow (CFO), firm size (SIZE), leverage (LEV), profit ratio (ROA), growth ratio (GRW), auditing quality dummy (BIG4), industry dummy (INDUS) and year dummy (YEAR) as the control variables.



Table 5 The Relationship between Managerial Ethics and Accruals Quality


   A c c Q u a  l  i , t   =    α 0  +    α 1    F R A U  D  i , t   +    α 2  C F  O  i , t   +    α 3  S I Z  E  i , t   +    α 4  L E  V  i , t   +    α 5  M  B  i , t     +    α 6  R E  T  i , t   +     α 7  R O  A  i , t   +    α 8  G R  W  i , t   +    α 9  B I G  4  i , t   +    α  10   A b s K O D  A  i , t   +    α  11   C S C O R  E  i , t   +  α  12   I N D U S  D t  +    α  10   Y E A R  D i  +    ε  i , t     











Table 5 suggests that accruals quality (AQ) is significantly negatively related to a firm’s practice of fraud. First, in <Column A>, we identify a negative relationship between a firm’s ethics and reporting quality ((Pooled: (Coef: −0.115, t-value: −8860), Matched: (Coef: −0.055, t-value: −1.290)). Also, we suggest the result of 2SLS, which shows a strong negative relationship between a firm’s ethics and reporting quality ((Pooled: (Coef: −1.178, t-value: −13,990), Matched: (Coef: −1.274, t-value: −3.090)). This indicates that fraud firms have a lower reporting quality than other company or benchmark firms. We interpret this result as the lower level of managerial ethics leading to lower financial reporting quality. Among the control variables, auditing quality (BIG4) has a positive relationship with accruals quality (AQ). Column A and Column B in Table 4 show that the relationship between accounting conservatism and auditing quality (BIG4) is positive. Thus, we leap to the conclusion that higher accounting conservatism (CSCORE) leads to higher accrual quality (AQ).



Overall, it is shown that discretionary accruals (DA: +) and accruals quality (AQ: -) significantly depend on the level of managerial ethics. On the other hand, Table 3 does not strongly suggest that accounting conservatism has any connection to a firm’s ethics. This suggests that the reporting qualities depend on the level of managerial ethics. Therefore, we conclude that the level of managerial ethics is the primary determinant of reporting quality.




4.2.3. Robustness Check


For robustness check, we also attempt the panel regression to control fixed-effect and random-effect. The panel regression for panel data is a useful method to control the heterogeneity of reporting quality for individual firm i and dynamic change of all the firms’ accounting quality The fixed-effect model assumes that the slope parameter of explanatory variables is fixed through all the periods and firms, and individual firms’ reporting quality level (intercept) may differ. On the other hand, the random-effect model assumes that the intercept difference is in stochastic relation. According to Jianu et al. [61], we conducted the Hausman test to know which is the best-fit model. As a result, either random or fixed effects model was not shown to be better than the other one).



Although we do not represent the tables, the panel regression analysis depicts the relationship between managerial ethics and a firm’s reporting qualities such as accounting conservatism (CSCORE), the absolute value of discretionary accruals (AbsJMDA & AbsKODA) and accruals quality (AccQual). The result shows that the coefficients of CSCORE in the pooled, fixed-effect regression, and random-effect regression are, respectively, 0.007 (t-value: 0.420) and 0.001 (t-value: 0.050), both significant. In addition, the coefficients of AbsKODA from the pooled, fixed-effect regression, and random-effect regression are shown to be, respectively, 0.086 (t-value: 5.250) and 0.126 (t-value: 8.410), both significant. Finally, the result shows that the coefficients of AccQual in the pooled, fixed-effect regression, and random-effect regression are, respectively, −0.048 (t-value: −4.910) and −0.066 (t-value: −6.780), both significant. This indicates that reporting quality depends on the level of managerial ethics, as suggested in Table 3, Table 4 and Table 5.






5. Conclusions


Recently, corporate ethics has been recognized as the main factor that influences a firm’s performance. In addition, managers’ acts according to their incentives were also found to affect financial reporting quality because they play the most important role when the firm adopts any accounting policy. From the same standpoint as the prior literature, we examine the assertion that the level of managerial ethics would affect the financial reporting quality. While we do not find a significant relationship between ethical behavior and accounting conservatism, the results show that lower levels of managerial ethics lead to higher levels of discretionary accruals. It also suggests that lower levels of managerial ethics tend to accompany weaker accruals quality. Overall, the results suggest that both corporate ethics and managerial ethics can affect a firm’s financial reporting quality.



Our paper contributes in the following aspects. First, this study expands the perspective in the accounting field more generally, because still, only the relationship between accounting fraud and financial reporting quality has been tested. Second, we adopt more realistic corporate ethics criteria to test the relationship between corporate ethics and financial reporting quality by using a fraud firm sample, whereas related studies, such as Choi and Pae [7] and Moon [6], use ECI or existing corporate ethics codes. Finally, this paper is likely to contribute to the studies of cost of capital because we assume that the level of corporate ethics or managerial ethics can be reflected in their financing activities, which involve investors as well as potential investors.



In addition, we hope that regulators can establish a system in order to improve the level of corporate ethics based on our results. If a firm follows the system sincerely, then it can enhance the members’ ethical consciousness as well as its competitiveness in the market by saving the cost of capital.
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Table 1. Distribution of Fraud Firms by Year in Korea.






Table 1. Distribution of Fraud Firms by Year in Korea.





	
Panel A: Distribution of Fraud Firms by Year in Korea




	
Year

	
2005

	
2006

	
2007

	
2008

	
2009

	
2010

	
2011

	
2012




	
Frequency

	
23

	
16

	
37

	
64

	
38

	
20

	
23

	
22




	
Panel B: Distribution of Fraud Firms by Stock Market Type in Korea




	
Market

	
Frequency




	
KOSPI

	
56




	
KOSDAQ

	
187




	
TOTAL

	
243
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Table 2. Descriptive of main Variables.






Table 2. Descriptive of main Variables.





	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max





	   C S C O R  E  i , t     
	12,341
	0.326
	0.678
	−24.547
	6.315



	   A c c J M D  A  i , t     
	14,155
	0.148
	0.256
	0.000
	8.084



	   A c c K O D  A  i , t     
	14,155
	0.144
	0.254
	0.000
	8.092



	   A c c Q u a  l  i , t     
	12,799
	−0.138
	0.211
	−5.551
	0.000



	   C F  O  i , t     
	14,361
	0.028
	0.269
	−18.207
	8.258



	   S I Z  E  i , t     
	14,361
	8.027
	0.642
	4.072
	11.125



	   L E  V  i , t     
	14,361
	0.486
	3.497
	0.001
	346.803



	   M  B  i , t     
	12,483
	1.416
	9.188
	−878.482
	192.819



	   R E  T  i , t     
	12,483
	0.076
	0.847
	−10.565
	31.845



	   R O  A  i , t     
	14,361
	−0.053
	1.265
	−137.182
	10.979



	   G R  W  i , t     
	14,155
	0.671
	55.414
	−0.996
	6590.844







This table shows descriptive statistics for the variables used in the main regression analyses. The number of the sample based on research data for the main dependent variables (DisAcc) is 4038 firm-year observations from 2001 to 2012. Also, we exclude the value of non-useful information such as the main independent variable DisAcc.
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