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Ad AT AARE(ERF=298)

F-%t(Chi-Square)®

A7 mEAd g T F9% 5% Aag

MMCAR(-5, +5) -0.0002 0.1914 1.2613 0.0749  -0.0033  -0.0643  -1.0510
MACAR(-5, +5) 0.0086 0.1824 1.2617 0.0742  -0.0000  -0.0582  -0.9967
FAH ) 5,615 16,543 150,303 2,242 879 364 40
DERATIO 6.44 76.44  1291.32 2.05 1.15 0.52 0.03

UE 0.3853  12.7051 72.574 0.1237  -0.0069  -0.1270 -172.451
PASTRET -0.0189 0.7736 6.8404 0.1634  -0.1913  -0.4574  -0.8773
RESTATED -0.0846 0.3801 1.7113 0.0016  -0.0045  -0.0607 -2.7042

A4 B AdLE FPRAS 220 SEHAS %A $AA Aol
Adz 3pad 228 5599

(FEF=138)

0.0064(-0.0048)
0.0168(-0.0015)

-0.0057(-0.0006)
0.0015(-0.0000)

MMCAR(-5,+5]
MACAR(-5,+5]

FAHS4) 9,564(1,962) 1,037(401)
DERATIO 11.07(1.32) 1.43(0.80)
UE 0.7796(0.0160) -0.1539(-0.0236)
PASTRET 0.0560(-0.1191) -0.1058(-0.2963)
RESTATED -0.1239(-0.0059) -0.0307(-0.0025)

0.29(0.08)
0.52(0.10]
21.01***(89.95)***
1.13(15.68)**
0.36(7.64)**
3.28%(7.03)
4.11"*(3.27)"

A7 ARG 7€ FAA Aol HA
2RFAVIG(EEF=208)  FHAWYIA(EEF=90)

FEREE

F-2t(Chi-Square)

-0.0096(-0.0122) 0.0210(0.0029)
0.0043(-0.0085) 0.0186(0.0079)

MMCAR(-5, +5]
MACAR(-5,+5]

FAHEY) 5,318(720) 6,304(937)

DERATIO 8.82(1.27) 1.28(0.88)
UE 0.5814(0.3101) -0.0503(-0.0346)
PASTRET 0.0094(-0.2334) -0.0844(-0.1198)
RESTATED -0.1106(-0.0067) -0.0267(-0.0024)

1.60(3.70)**
0.38(1.79)
0.22(0.46]
0.59(7.13)***
0.1416.04)*"
0.92(0.51)
2.90%(6.21)"*"

B kw0 AT 1%, 5%, 10% SN fE(FEAF)
1) ¥EEe] FHoe oan 2
MMCAR(-5,+5)=371554 &
MACAR[-5,+5)=371%24 &
DERATIO=%%A5 AZA L2 YF &
UE=%719) @7iedddN o543 @ARAE) 9L ALe 4719 B7)edde &
(&, (%7] g1ee9 - AFAE A7) BrleEd) /712471
PASTRET=2%717 24 20097HFFE3Y A -2059%E -647A) 9 s 7199
RESTATED=A240] A7) B7)eEdd v 9%E 7272 2333 &
(&, (AZ4E 27] e - A7l
2) R #x 2A= A7, eI £ FY3kel

3) F-3te B o848 aF7 AolBHAZ ANl Chi-square#te HRFFAYER Kruskal-Wallis H5& o83
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& okl 7S XU 9BEHF OB ATATE A wA e 22%° dFE. HA o|He] AFAR
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TR AFALE ARdste 719 AT gt By dusy sge] TRV Fo AR
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ol =1, ¥7|holje] AH, AFAe] HrEe] o] He AFIEFE JEME NO_ACCE
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(E 4) WEM Q01 F7juH2o] Chet chlusEy]
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Does the Restatement of Financial Statements Matter
to Investors?

Moonchul Kim* - Youngsoon S. Cheon** - In Tae Hwang*™**

Abstract

This study examines whether the market negatively reacts to the restatement of financial
statements. Further, this study investigates whether the market reaction is more negative
when the restatement is due to prior-period error corrections as opposed to accounting policy
changes and when the restatement affects core income. Recently many well-known
multinational companies such as Xerox, WorldCom, and Enron wrote off billions of dollars
by restating prior-period financial statements, which raised questions about the credibility
of financial reporting. Consistent with such concerns, prior research conducted in the US
documents that the market negatively reacts to restatement announcements, which leads to
increases in firms costs of capital (Anderson and Yohn 2002: GAO 2002: Wu 2002:
Palmrose et al. 2004: Palmrose and Scholz 2004; Hribar and Jenkins 2004: GAO 2002).

Great concerns over restatements to correct prior-period errors led to regulatory actions in
the US. The 2002 Sarbanes-Oxley Act prescribes that CEO and CFO shall reimburse the
firm for any bonus or other incentive(or equity)-based compensation if the firm restates
financial statements due to the material errors as a result of misconduct (SEC. 304).
Furthermore, the Auditing Standard issued by the Public Company Accounting Oversight
Board (PCAOB) mentions that restating financial statements due to errors is regarded as a
material deficiency in internal control for financial reporting (PCAOB Auditing Standard No.
2). These regulatory actions reveal the US regulators’ stance on the restatement--that it

should be minimized.

KyungHee University, College of Business Administration, Seoul, Korea
** Chung-Ang University, College of Business Administration, Seoul, Korea
*** Chung-Ang University, College of Business Administration, Seoul, Korea
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The Korean accounting standards require that financial statements be restated for
prior-period errors and accounting policy changes for the fiscal years starting after 1998 and
2001, respectively. As a result, many Korean companies have restated financial statements
to write off overstated net assets in prior financial statements. Moreover, in a recent
rule-making the Korea Financial Supervisory Commission (FSC) even facilitates the
restatement of financial statements in order to give firms opportunity to rectify prior-period
errors. If the restatement of financial statements due to errors is detrimental to market
value of the firm, the Korea FSC’s rule-making may not be in line with the interest of
investors. Hence, our study examines whether the restatement of financial statements
impairs the credibility of financial reporting, thereby having negative impact on stock prices
in Korea.

We find negative market reactions to restated financial statements. In addition, the
results reveal that the more negative reaction is associated with the restatement due to
error corrections, the income-decreasing restatement, and the more material restatement
having large effects on income. However, we find no association between the negative
market reaction and the restatement involving core accounts. Also, the negative market
reaction to the restatement does not increase in the pervasiveness (number of accounts
affected) and persistence (number of financial statements restated for a particular firm) of
the restatement. These results suggest that while investors react to the restatement itself,
they do not fully incorporate detail information of the restatement into stock prices. This
might be due to the short history of the restatement in that the restatement of financial
statements has been enforced relatively recently.

Finally, the negative market reaction to the restatement is observed only for firms listed
on the Korea Security Exchange (KSE). There is no significant market reaction to the
restatement by firms traded in the Kosdaq market. In general the accounting information for
Kosdaq firms is perceived as less credible than that for KSE firms. Thus, it appears that
investors in the Kosdag market do not consider even the restatement itself in valuing firms.

Key words: restatement of financial statements, prior-period error corrections, accounting

change, income-decreasing restatement, core restatement.
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