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200293 20033EE 71F22 ZARE 27|t}
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7 B2l ol Agssict. A7l g A
g FALdEARE FFALHIH BT
AL @788 KIS Valued FASSF SMATC] <A
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AE, SEE, FAF, 27 2 FeaEAZRY
o] 11170 4A2A A9 20.1%% A 7}
4 gt g AL e wasuedagen
A AAY 4.0% 220 4A)E AAsta ek,

4.1 828 TR HTEES

AujrzAdAE e 19 TREsE 7R
TES N FFER HERAS BAARE 0|85
o 7198 E AYstn o & APdde 972
o] A E Eo)7l M HERAE Fotd
A Age Adetn AR GAstd 2

Age Ao 167

Age 34@2& T
o 2A At

(F 32 d7ddd 23d 7199 Auj7z23
2 AA 535 E MHEE FEI BAG
A}, & éT(CONSCORE)“ AAFAE S
A S7tedsE FAstd 1008 71
R i Rl= 4“]5“3} WA 1003 “Woi

A g8 H4E BEY F3o AES
(SCOREL)e #3t A7t Hat 54.5622 714
w1, oA EAd #g d4v) 23.382 M
goh @H, AgjdE B9 A 11} 7% Zﬂ}-‘%ﬂ-J
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N
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J1xlehRze) ofele]

(£ 3) A7z B2E - Moty BF YS B4 3y
A g SCORE1 | SCORE2 | SCORE3 | SCORE4 | & A | CONSCORE"

SARE 38.14 8.38 11.76 2.48 60.76 41.33
A, BAAE w3 0w 37.65 6.02 10.13 2.15 55.96 38.07
23, FolAE, A82R 36.42 6.25 10.71 4.13 57.50 39.12
NeAE, AP, HAE 37.63 8.04 12.56 3.97 62.20 42.31
LIEE 37.18 7.45 11.59 3.91 60.13 40.91
1% 2% 38.92 8.11 13.26 4.44 64.74 44.04
ZYFE, JIEVIA, FR47171 | 36.46 7.87 12.44 3.00 59.77 40.66
RATIANA, ARARE, 94 36.46 8.27 12.71 2.17 59.62 40.55
AFAEY L, 7ehE$A| 37.11 8.67 13.19 3.08 62.06 42.21
A4 36.89 7.72 13.28 4.50 62.39 42.44
T, 4ES 34.58 8.00 11.57 3.35 57.50 39.12
e} 36.98 9.33 13.10 3.15 64.57 42.56
& A 37.10 7.95 12.30 3.30 60.65 41.26
a4l 54.56 23.38 38.44 25.38 41.26
1) AREEY 2k A $ARS/ ARSI 584x100
2) SCOREI %3¢ Anzol #e 272384

SCOREZ2 : oAt} 5o #a Aujpzis

SCORE3 : FAlel #3F Awj 24

SCORE4 : A% Haulio] Bt Aw7zy4
3) ARIERE FFAEWAFHA FRF 715 wehd 124 Aglew FRIAS
TELE U JIgAM Rt dogx 37E] ARIEY AdE 248 € £ U 989 A4

—

N ojor & BaAdo] A71Hn o,

4.2 7|8RjeFze| HER
(&0 217E24)

ol FH&n

(B & A7z 24 89l #3F probit =
g ()9 FHEAE ZAE2 g 28 (1-5)
A F&HLZ AL CONSCOREE Awj+2

Fg5d A2 SCOREICAM SCORE4ZAIE
24z} 1004 wHo = Faksiz oy)d) 0.252 &
da #e Ae ANSYY e 2y A
RS A9 FU% B g 1, 0¥
A o 022 233}

=g 34 A7, IR (SIZE) ¥FE 2y
(1-1). (1-2) 28l 29 (1-3)dA4 EA
Aoz §93 29 g& dehin sley =Y

7y
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(£ 4) 7|gxuirxo] HERQ

HYe

ololl 3 Probit 28 EAMZn}

SCORE ;= B+ 8 SIZE+ B ,FIRMRISK+ 8 ,PPE+ 8 ,SIZEDUM+ 8 sRD+ B ;ADV+ 8 ,ROA

i=20
+B,LEV+ B,0WN+ 37 B JCODE i+ v

(1)

%w# 2y 1-1 2y 1-2 23 1-3 2 14 23 15
SCORE1 SCORE2 SCORE3 SCORE4 CONSCORE
SIZE -0.210° -0.339° -0.220° 0.079 0.377°
FIRMRISK 0.410 0.085 0.999° -19.336° -1.054°
PPE 0.134 -0.054 0.097 -0.532° -0.535"
SIZEDUM 0.437 -6.162 -1.102° 0.212 1.287°
RD -9.147° -3.979 -3.653 -3.652 -5.119
ADV 10.637° 0.541 -0.182 -3.062 2.160
ROA -0.139 -0.076 0.151 0.093 -0.138
LEV -1.496° 0.025 - 0.570° -1.251° -2.242°
OWN -0.011° -0.005¢ 0.000 0.004 0.000
Log Likelihood -344.68 -312.75 -328.65 -286.07 -271.62

1) SCORE1 #59] AR 3of A 1244 ((SCOREIAIE 2913k o) 1, 18z Fod 0)

SCORE2 :
SCORE3 : 3Alel #& Auj7278%(

o|At3} §Ael AF A+ YT (SCOREMISIE $94% oW 1, 28X ¢od ()
(SCORE)HI™ 9% o™ 1, 2%4 %27 0)

SCORE4 : 73‘8«] Fu g B AWF2EF(SCOREYIAE F# o™ 1, 2%x e 0)

CONSCORE:
SIZE: 7199 #2
FIRMRISK: 71319 €3
PPE: A& = (32 3H3
SIZEDUM: 719247
RD: Q77048 x] &0] & (A7 2] /n) &)
ADV: FaAAn A &8 &(FadAu]/n2)
ROA: #9494 (371¢0ld/FAb)
LEV: 7}?1:455('1-1}]/%1}’&)
OWN: FHiFFAE&
2) a, b, c& 4% 1%, 5%, 2 10%
3) EE TE 552849

4) AIEE(ICODE) & A%

A/ )

(1-5)dMe o &9 3= vl glo] 7]
A7t 245 QA T2 2SI Fol
Black et al.(2006)9 d-+4zet dA|gt} 18
Y H4¥¥4(FIRMRISK) = F 28(1-49 1-5)

AN 5% WA= 1% FEAA FAd 59 @&
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s Zta glo] Aujze AR mebk
840 2 Aoz FFHAY
o4 Ze FPAFAE /PR MFRIL AW
F7F ot 719 FES & AAA 2 o
A AR e yAHFol, ol FAT A5 Hg
Aol ZA7E Q& 7Hsdel Arldd

ofN gt
ox
o

_..‘

4.3 7|YR|dlF 2t 0]2l2]
(2&tA| &17EA)

o Az

4.3.1 7|=%A %

1A T2 o]efef Ao

B M A3

A A B Fo/lp9] JeBAe (R 5 A
AlEe] gitt, WA, 0|99 A(EQ)Y H7H F9
e 742+ 0.0317% 0.017& Eeolxz o 939
8o 2AZ Dechow and Dichev(2002)9 4
FATHY fatect® mak 0 WS gxg Fx
o o] "l Eob Bt EEE o] FA &3 JiTh
Zy A F-2A e Hie <.:£ 33 Yt A
W tze] 7 AEgELS 23t siEE 83
FTEEFY CONSCORE«] ﬁﬁ-"]' e %
417408, BFAAE 6.67422 7|dvitt 27
7b S O Ao #ZHT WEds A
7“’% AnAdsAZId S 495719 oY

T 134Y oln, EFHAE 874t} o=

(# 5) Fueo| 7|8

W Bk 95 HFHat HA 3k Ik = A=

EQ 0.031 0.017 0.050 0.000 0.730 6.905 77.180
SCORE1 37.098 37.000 5.950 14.000 55.000 ~0.274 0.080
SCORE2 7.947 8.000 3.715 0.000 28.000 1.215 4.378
SCORE3 12.301 12.000 3.477 2.000 27.000 0.641 1.359
SCORE4 3.306 3.000 2.961 0.000 11.000 0.375 -1.145
CONSCORE 41.260 41.497 6.665 17.007 79.592 0.694 3.879
SIZE 19.130 18.945 1.454 15.741 24.757 0.976 2.115
CFO 0.080 0.067 0.065 0.017 0.891 6.819 68.605
SALES 0.2601 0.190 0.594 0.031 12.563 17.082 339.168
CYCLE 133.879 115.333 87.398 3.445 834.846 2.543 11.395
LOSS 2.355 2.000 2.371 0.000 10.000 0.872 -0.152
1) EQ: o9l & SCORE1: #39 ALz #g AWF2A5

SCORE2: ©]A3] §Ad @3t Atz SCORE3: ZAlell #% Al 7244

SCORE4: 7499 =i A% A7z s CONSCORE: 4 &34

SIZE: 7|97 % CFO: 82589 x4y

SALES: "9 ¥gA CYCLE: 99<837)

LOSS: B7|edd ve
2) & $F 55270 SAY

6) 19879%E 1999¢% w= 7149 AlAY AER2 48 Dechow and Dichev(2002)2 dolMe Hagast F9gko) 2z

0.028% 0.011% Jepdch 34, FUAEE wEe
(2004)8) AFeME H2es FHHS

50T x36A 22 20074 48

dlad £l d50aE JUHoR sl ddigie ANG Ul
77} 0.0495% 0.0283% & J-AFEY E5it)
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22 7149 9957171 6709 migtez wlwd SI

H1dE oujeiy, 959 A7 (Dechow and & &9 #AE, a8n S ALESQP‘\: %ﬁl;ﬂii
Dichev, 2002: Cohen, 2003)% Atk 10 T8 o] #E e Ao F=2HJY. ol
“‘7“’4 BIeEANEY HHdlee 2302 F VIGHEI 55 o9 Ho] gor ujZdg

e 2.002A4 238 A A5 Holn 3l A0l F5F o9 do] v A% 9njgtt.

1—12] 2L Ao Flesde] TS ¢ 5 U @, AR te] dawAE Bd, Y
39 CONSCORESH oAl Aujpzd

4.3.2 ZABALA ste] deATe ¥ SAACE ¥ ¥ &

< 23 9o FEE AHE Holm gid 3y

(E 6)dle MFY %ﬁ%*&%ﬁl#ﬂ FAFo]  SCORE1# SCORE2E EAZOZ fogt &9
. % EQ9 7HEA<l &, 28l1 SCORE4$ CONSCORESE &4
Al FzH e %117417} ai—t— Aoz yghge Aoz fodt e g Zm g wed FF

(& 6) gi=pgte] =oldes

SCORE | SCORE | SCORE | SCORE | CON-
X > 3 4 |scogg | SZE | CFO | SALES | CYCLE | LOSS
EQ 0.014 | 0.021 [-0.026 [-0.003 |-0.005 |-0.089° |-0.014 | 0.102° {-0.021 | 0.068
SCORE! -0.105* |-0.048 | 0.147% | 0.204° -0.149* |-0.100° |-0.099° | 0.141* |-0.163"
SCORE2 0.386% | 0.085 | 0.480° | 0.437* [-0.092 |-0.056 [-0.158" |-0.108°
SCORE3 0.245% | 0.573* | 0.383* |-0.084" [-0.086" |-0.156% |-0.216°
SCORE4 0.737° | 0.228* |-0.184* |-0.127* |-0.083" |-0.592°
CON‘ a | _ a i{_ a | _ a | _ a
SCORE 0.483% |-0.220* {-0.205* {-0.169* |-0.505
SIZE -0.242* |-0.223* 1-0.324° |-0.306
CFO 0.431° ]0.005 | 0.225°
SALE -0.221* | 0.131°
CYCLE 0.082°
)a b, 2 e 27 1%, 5%, L 10% 534 So8e oujg
2) EQ: o129} & SCORE1: #%9 ARz &3 AWT2845
SCORE2: ©|At3) EAd] Ba Au| 72445 SCORE3: Aol #g Aujrzd4
SCORE4: A9 FalvjEd] T8 A uj12ds: CONSCORE: $4F £34 <4
SIZE: 7197 (EAMbe] Atsdnis 2 CFO: #3529 WEA
SALES: miZ&9] WHA CYCLE: 9837
Loss D‘ﬂ;&;! WE
3) BEFE 55270 A

7) #2 Wge] Bl HAHEEI o 22 Spearman T3¢ @A T (rank correlation coefficient)& A&sHAth
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BIFEAM (28 HAXEEY)

i=17
EQ=a+ a\SCORE* + a,SIZE+a;CFO+a (SALES+a ;CYCLE+asLOSS+ 3, @ ICODE i+ (2)

=SHHE g 2-1 &g 2-2 2y 2-3 723 2-4 2y 2-5 23 26
SCORE1* 0.050 0.023
SCORE2" 0.048 0.085
SCORES* -0.093 -0.179°
SCORE4* -0.059 -0.112°
CONSCORE* 0.019
SIZE -7.915¢ -5.912 -18.121° -10.360 -11.657° -15.007°
CFO 2.607 -7.600 -8.029 -26.078 -5.971 -32.133
SALES -13.752° -14.444° -14.140° -15.437° -14.522° -14.346°
CYCLE -0.206° -0.193 -0.190° -0.197° -0.190° -0.209
LOSS 2.748 1.922 3.552 -0.499 2.513 -0.081
Fat 6.67 6.60 6.67 6.66 6.59 5.90
(p&h) (0.01) (0.01) (<0.01) (<0.01) (<0.01) (0.01)
FRARAS 0.15 0.15 0.15 0.15 0.15 0.16
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Corporate Governance and Earings Quality

Jung-Ho Choi*

Abstract

Recently, reliability of accounting information has been one of the most controversial
issues among the practices, regulatory bodies and accounting academic. This study
investigates whether a firm's governance practices has an effect on the quality of the
publicly released financial information. In particular, I examined the relationship between
governance scores and the extent of corporate earings quality as measured by the level of
current accruals’ prediction errors suggested by Dechow and Dichev(2002) model. The model
estimates earnings quality as the extent to which working capital accruals map into
operation cash flow realizations. This model is predicated based on the idea that earings
quality is affected by the measurement error in the process of working capital accruals’
realization into operating cash flow. Greater portion of accruals unrealized into cash flows
indicates the lower quality of earings.

Data sources are the governance practice scores evaluated by the Korean Corporate
Governance Service(CGS), primarily based on the 2003 annual reports of the firms listed in
the Korea Exchange. The CGS has been established to help the companies listed in the
Korea Exchange to improve the governance level after the 1997 Korea financial crisis. The
CGS annually evaluates all the listed firms' governance index scores and presents an award
to the outstanding firms. The index composes of five subindices including several governance
elements: (1) Shareholder Rights, (2) Board Structures, (3) Disclosure, (4) Internal Audit
Function, (5) Distribution of Earnings. I excluded the scores concerning Internal Audit
Function because they are mainly dealing with only large firms with audit committee.

In this paper, a research hypothesis is formated: there is a positive relationship between
the corporate governance scores and earnings quality. The research hypothesis has been tested

* Professor of Hongik University
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by the two stage least square regressions(2SLS) considering the endogeniety of corporate
governance. In the first stage, a probit model is formulated to identify the factors affecting
the governance practice level. The independent variables of the probit model are firm size,
firm risk, capital intensity, investment in R&D and advertising, ROA, leverage, controlling
shareholder’s equity ratio, firm size dummy indicating whether total asset amount exceeds
20 trillion won, and industry factors. They are selected based upon Black et al.(2005a)
model. The probit model predicts governance probability level for each firms.

In the second stage, the governance probabilities estimated in the first stage is used as
the level of experiment variable. Several control variables are included in the second stage
regression model: firm size, variability of cash flows from operation, variability of sales,
length of operation cycle, and frequency of losses based on Dechow and Dichev(2002) study.
The second stage regression models are composed of both reduced and full ones. Reduced
models experiment variables are each of the subindices governance scores: score 1
(Stockholder Rights), score 2(Board Structures), score 3(Disclosure Level), and score
4(Distribution of Earnings), conscore(composite scores including all the subindices scores).
This reduce model determines whether each of subindices score, if any, affects the earings
quality. The full model's experimental variables are the four subindices scores to determine
their incremental effect on the level of earings quality.

The results of this study report that firms with higher level of disclosure and more
earnings distribution are likely to have the high quality of earnings, supporting the research
hypothesis. This results indicate that firms disclosing detailed information, hence having
more management transparency and well protecting investors dividends right report higher
quality of earnings. This evidence implies that corporate governance contributes to
enhancing the reliability level of accounting information, theoretically underpinning the
empirical evidence that disclosure level lowers the cost of equity capital.

Key words: corporate governance, earings quality
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