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+ 2IND; + YD + & (3
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(2010)(=abCFOX(-1)+abDEx(-1)), AUDIT= td% <374 —%Qi ghe. H]/‘HP%—iﬂ%H AsdAzold 1, FAHA Eol‘ﬂ 0, BIG4= t9= 9
171990 Zelo] Big 4 AFHeld 1, ofJW 0, SIZE= td% 7)ZFANY AAdRa g LEV- td: %xﬁﬂ% SERA/EAN), CFO- tdx
APTFoR A% AZTEEVZEAN, TA- (A% A7 2ol (=[P €°l°‘ FHEToR A% AFBEE]/IZTAD GRW- tds WEde 43
E[=(&d - UH%QH/&Z}LH LOSS= td% &£Ad7|geld 1, M‘?i 0, NEGE= td= Z}iﬂ/“ﬂ‘{lol‘ﬂ 1, 0}1/]‘34 0, ISSUD- td= —?7}3
29} #ste] ARRFe] WEo] 10% o]dold 1, olUw 0, AOPN= tkiE A7 ole]e] At B V|dold 1, OM‘?i 0, FIS= t-19% 129 o]9]9]
Axkelol® 1 ofgw 0, GROUP- t-19% 71980 228 7]old 1, ofw 09,
2) ﬁi‘Oﬂ AL t AEL, FA50] YA E Wilcoxon FEwAFAEW A2)S Bd
3) Aol AZFolN Faue] Xt AUAE HEW HAE KR T W7 Ao PFANE, FEA FHE WEASE AW Wse] 03y Ao|nZ
751_\,].__ ET_E
F4) 2001978 20083712 AE5E T8t B,

m rulru
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ZH & A2 AFZADE LY 5 HF| o[=Fo| DIXlE FE - NS AFUAE T HdTBLI|UE SR -

<E 3> ZHZA vs REEZAL ZEC| it A0|HS

AAAE FE(N=4,142) AN A FE(N=4,142)
TEL A A4 I A A4 Aoldz

W (N=3,900) (N=242) =e (N=3,900) (N=242) =e

HBE (35| ¥F | FUF | tRAF | WARF | ¥E | FF | ¥3E | F9F | tAF W A%
DA™ 0130 | 0015 | -0070 | -0070 | 4354xwx | 3997w 0017 | 0005 | -0040 | -0010 | 2398w+ | 1578
RM™ 0122 | 0011 | 0215 | 0124 | 4013wex | 5182 || -0029 | -0011 | -0.093 | -0.084 | 1855+ 2,260+
RMZ 0122 | 0004 | -0112 | -0073 | 3158« | 3846w || 0006 | -0002 | -0084 | -0010 | 2147+ 3,818
ADA"4 — — — — — — 0113 | -0031 | 0030 | 0005 | 2.821%xx | 2.016%*
ARMI*A — — — — — — 0151 | -0010 | 0123 | 0105 | 3.196%xx | 3.74Txxx
ARM2™ — — — — — — 0128 | -0018 | 0028 | 0006 | 2.036%xx | 0.741
BIG4 — — — — — — 0.115 0 0219 0 A0 A8
SIZE 15543 | 15694 | 1473 | 15063 | 154720 [15206s0 | 16301 | 16182 | 15333 | 15514 |29372%kx | 22,05k
LEV 0726 | 0753 | 0667 | 0689 | 383w | 427w 0723 | 0743 | 0686 | 0625 | 2223 3188
CFO 0008 | 0062 | 0052 | 0066 | 198 | 0.7% 0049 | 0047 | 0088 | 0077 | 2637w | 1937
TA. 0053 | 0049 | 0021 | 0037 | 3593w | 266800 0031 | -0001 | -0029 | -0020 | 4490wss | 3650
GRW 0652 | 0349 | 1013 | 0606 | 5323w | 4331w 0207 | 0145 | 0787 | 0625 |12654sx | Q767%xx
LOSS 0.204 0 0277 0 2T Twx | 2715w 0.032 0 0.174 0 1.239 1.239
NEGE 0.084 0 0.083 0 0.065 0.065 0.096 0 0.070 0 1312 1312
ISSUD 0276 0 0401 0 4162505 | 4153w 0.184 0 0.376 0 T38| 7.333xkx
AOPN — — — — — — 0405 0 0471 0 2,041 2,041
FIS — — — — — — 0.033 0 0012 0 1,746+ 1.746%
GROUP — — — — — — 0.357 0 033 0 0.716 0.716

FD) g AYE <E 29 §uF S ©, ADA™= tde 4TS AFH wYA] ME=DAM-DAM, ), ARM = td AR o]xAe] WE
(=RM" RO, >°‘
2) Bl WIHNE t 7EL, 950 WX E Wilcoxon F3EATAZW 32)¢ B
F3) 2001 d5H 2008L47W X}E—E— 533t Bagh
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LA Y RS ARZAE 2o U AT O[O DIAIS Y - HSOR ARLAS B BIMTELIINS FHOE -

<HE 4> b A

Panel A : &85

LMTH DA™ RI™ | RMZ™ | AUDOT MANA SIZE LBV CFO T GRIV 1S NEGE ISSUD
DA™ 1

RMI™ | (2w |

™ T 0mem () 408y |

AUDIT | 000 | 00 | 06 | |

MANA | 0%l | 00Bs+ | 00= | 000 |

SZE | Difks | DI | 0IBe | O | 0% |

LEV | 018w 000 | 0l | 006 O0fFsss | (B3 1

CFO | 0BT | 0w | 00 | O0Bes | 0% | 0T | 0% |

T4 | -0l AT | 0w D06 | 0063 | 003 | 00Res | 00T |

GRW | 003 | 00w | Ol | 026ss | 0lgss | 0%0ew | (03w 009= | 0010 |

10SS | O0Rdess | 0007 | Ol | 000 0012 DB | 0B | 0Mes | 00l | 01 |

NEGE | 00T | 00w« | 01 | (0 0011 008 | 0 | 0%l | 0001 0T 050 1

ISUD | 0l 017 0B T 7 T 000 | 007 ]

Panel B : A5 H4

ik DA™ | R R | VOLA BI4 MSZE | AEV | AFO | ATAq GRW LOSS | NEGE | ISSUD | AOPN | FIS | GROUP

A 4[(().4 1

ARV T 2715 1

IR 0760k | (g |

MANA | -0.0wex | 00 | (820 1

BIGI | 0016 0087 | 0014 (0 1

MSIZE | 00 | 0008w | 0011 02w | (bl 1

AEV | 08l | (09er | -0 | 0019 003l | (120 1

ACFO | 03| (07D | 0376+ | 0007 0004 (LT | 114w 1

Ay | 01%e | 0153 | Q13 | 001 0001 0007 0003 0072 1

GRW | 0ol | 0017 0070 | O1%Breer | 0084k | 03w | 0002 0067+ | 0,029+ 1

LOSS | Oleders | 187w | 0Iobwsx | 0019 0059|0003 0100 | -0064sex | O00kest | 01430 1

NEGE | OQ3fex | 026w | 0560 | 0020 0007 008w | 0163 | 0024 009+ | 0064w | 00GDe+ 1

ISSUD | (0% | 0008 O0dtese | Ql14s | 0013 0162e¢ | 0067+ | 0016 0011 0108+ | -0006 0 1

AOPN | 003w« | 007 | 0070+ | 002 | 005 06+ | 0001 0012 0015 0011 (0dper | 00T | (B4 1

FIS | 00430 | Q0w | 008 | 0027 | 0064eex | 0064 | 0003 0015 008 002 0002 0015 0002 | 0017 1

GROUP | 0019 0030|0001 0011 0019 | Q0w | 0083w | 0026« | 0018 0066+ | 00B6=+ | (016 0006 | 0106w

Il I

3D g0 JeArE Bag. O, Pad At A9 0% WS 19 JTATNSBIE, Pad B A0 07 WES e FRAE
(N=4,142)5 ®313

F2) Wed AOE <E 29 <E 3> HBS FE ©, MANA- (9% 9 FAge] 099 ol goz Rt FASEe AT A}
& we Az 1gol 1 099 olsfe) Au sajol wet Ao re 28t 71930l 09,

%3) 200195 N8A7 8dHS] ARE Eqele] wud

1) wren, e, w2 27} 1%, 5%, 10% SN F91TE e ($222),
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om RMI™Y 9 RMMe) ASE ISSUDE Al 23 1 2 3& 77t ooz ZAx F E&W
o UmA % foF 4L AT ek F7h DA™ RMI™, RM2™'Q) 7o)t
a8)1 NEGEE LEVSF LOSSS 72t 563%$t & 9Zdoe AMTRY A#RS FY3} o2z
501%9] Ee oK+)9 Aol EAslY 3 e 47 BARAY ALAL 2R AnE
AN AFE OFF A (multicollinearity) & Btk 1g]n ARI(SIND)F A=(3YD) H
AS g9 et ok HeE AR TFEoY, AW} H
2(3)oll tet Panel BE HW, MANA= ©]9  RHio] 7HAZE st At weid B A+
24 ZRADA™, RMI™, RM2™) mFe o) A A Ajols} AW o7} BAE F
gt &9 oz Yehda Slth ol ¥ o #F AT el
AR W FARAE 71de] AL Gl HIsh 7Hd 13 BEE <E 559 3ARA AnE B
PYEHogEs AEM % REMO wWso| t Ztas W, F g FHRYE ZF 1% ool F3t
Aths Adolth. oA TaA Mo R FFEolA A AAE BHHEA Ao
B e WA AYIGS ASWAL Z19ET A e Uehth 239 Aud(eAE e F
TAE 719do] ololxA o) A l o =the 2% &W4 DA™, RM2™ RMI™Y oz 7zt
olty, E&WETF ADA™Y AL BI4S} GROUP  468%, 373%, 114%= =74 Uehgth o]
g AQJstH YA WE4E BE % ot dBds 3 AR BAIARSE ARSI REAME d3E
KR glom, EEWMETL ARMI™ WSE GRW AT Jehsith
2 A, ARMZ™ W4E BIG4, ASIZE, AA TR AWM AUDITY AGE o]z
GROUPZ A9std Uvix] SAMFED G938t 4 2AA(DAY, RMI", RM2" ) tis) o
AL 7 Qi AAFE A Fox ()9 golAT, <& 4>
o @ FABA Y Aot I BAHOE fro
43 Az} 3 £E8 olUth AANEES FATAIS} 9327
AR Ui A4S 9A] AR xR Azte} o)zt ¢l
A AQ)9 2L olgst] 4 13 2 g F IRPAS AGoE W HgFFLY
2 AS3 AR AYE 44 <HE 5> <E 6> P AAE ARATRY QR As|Ar
o} 2ok 7 13 28 AFE) sk AMEE® AEMo|Y REME o] £3 o]dxd % a7
RS AR} AHAne HadEe 257t o] AFAL Rl AAQlo] B HoRE o]z 4
£Ea, BF $EHs 239 Aol Fo| JAHAE %}AE}Z‘” w2t AYPATE o
2) RHol N WrEZe] EFAN BAZ EAtE VIF gow sels) nelth Qukdos VIF gl 10 o4 Assu Wes
7}4 UEFAA AV A9 Ao gtk < 5> o2 28 1 2 39 A VIFY Adge =% NEGE B42 1
gol L&l Baraigiek ol Aol 128 & @7 NG YA EREDe B BT A3 g
24) éﬂﬁu}% Wsh 4Bl EUY NEGE WS BIAA AYH F BAE 21 BANS AUDITS 23 <E 5>
sh Aoz fAR At
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LR Y RS ARZA} ey

<E 5 XSO ASUA Y2 HAES

A ol =Fol

| oIxlE &

Sk
S

- HSOR TS W blA

27 |19] 2FZIAL o] CHE EFEM 2

Skl 927} HA EE(N=8,284) 7&7417“} E(N=7,800) A7 BE(N=484)
o4 7y 2% 9 2% 3 281 89 783 2y | 29 7¥ 3
HE N 25| (dep: DA™ | (depr RMI™) | (dep: RMZ™™) | (dep: DA™) | (dep: Ruﬁ“”) (dep: RMZ™ | (dep: DA™ | (dep: RMI™) | (dep: RMZ™)
49 ) 194 2649 1532 1629 3564 20% -0740 2306 -1683
h Tl (106136 (9.995#++) (7535%++) (12.712%%%) (12420%+%) (93305+) (2076+%) (-2.302%%) (-2.06%+)
AUDIT | - -0.011 -0.037 -0.016 0.002 -0.002 0.002 -0.005 0.013 -0.018
(-1.071) (-1559) (-0.882) (0.148) (-0.062) (0.110) (-0.156) (0.141) (-0233)
SUE ) -0060 0152 0077 -0.084 -0209 -0.108 0053 0123 0093
(-8.100%%) (-9.137%5%) (-6,012¢¢+) (-10346%) | (-11540%xx) (-7812¢++) (9.351##%) (2007%) (1.860%)
LEV - 0149 -0017 0208 0171 0054 0249 0122 005 0177
(-6.203%5%) (-0316) (-5.057xx) (-6.975%x) (-0.981) (-5.904sx) (-1.403) (0232) (0915)
CEW . -00% -0068 0071 0023 0057 -0.068 -0030 -0.091 -0.060
(~4612%+) (-5.32%5%) (-7305%¢x) (-3.931+%) (~4.340s5x) (-6.7T6xxx) (-1752¢) (-1954##) (-1550)
CFO ) 1064 0504 -1404 -1071 0547 143 -0798 0479 -0970
(-T46260) | (-15642¢x%) | (5T18ee) | (-T2AlGee) | (-16520k) | (-B6364ke) | (-16.049%) (35615%) (-8737sxx)
™ ) 0159 -0320 0113 0.167 0329 012 0049 0066 0162
o (59245x) (-5.2645x) (24308%%) (599155%) (-52685%) (254755%) (0555) (0275) (0821)
L0SS . 007 -0106 0042 0065 0093 0021 -0301 0023 -0169
(-5763%%) (-3465%xx) (-1774#) (-39115%) (-29605+) (-0878) (-6.625%) (-0.18) (-1659%)
NEGE | + 0108 0275 0239 0118 0306 0252 0051 0059 0070
! (510085%) (5.730%5%) (6.47085%) (540455%) (6.260%5%) (6.715%5%) (0633) (0271) (03%)
sSup | 0033 -0093 -0079 -0.029 0082 0074 0006 0045 0018
(-3.060%) (-38285%) (-4213%5%) (-2.570kx) (-3.273%xx) (-3849x) (0158) (0469) (0229)
JIND | ? T3 73 73 73 73 3 73 73 %
YD ? T3 73 73 73 73 3 73 73 %
adi B 0468 0.114 0373 0479 0133 0388 0410 0088 0.176
F3 348 185¢++ 51 813wk 935,120+ 3430574+ 57738k 936,819+ 16,964+ 3205k 59125k
T W59 e <k 29 <3H 3>«1 s 59 ‘%‘
F2) B3 %o FAE 74 4w HAAFY t &
23) ZA77E 019 00892 tlaeg A(1)e] E?‘M@J A7},
F4) 253 AAdes AHAE ARE o) 83
F5) win, o, 242 1%, 5%, 10% FE0IA Fo3S Jehd(FEE2),
ZUSHoITL 40 w63 2011 12 1503



o] XA ket
S, £ AN BARAL ERWA AEMS]
Aok AR B 00 Aok 2R

2 =t olgs Ayt e o|f2E 74
T3 B (2007)9 B AT AZFVIF 2 xR

o] zpolol A 71R15)7] wE o2 HrlET

EAQNSY Axe AARRoZ B u =&
A RMI'S) 3% LEVE ASISH o)z

w5

DS AL AT BAR T 0, ok
AFe FARA BT AR, A2 T

B

< Aol7h BT & A& BB SIZE,

GRW, CFO, LOSS® #9]3 232 Yyt
SIZVEE ZAAZEY ZAZA FEAA] o]dxA

AGTA BB o3

W AES AL NIAES AFR e
1923 el i}om 98-S vehan LEVE

01

#S Holm RMI™nE QukAQl o dT U
A2, DATA 2 RMPYNE 08 G

o 4
i
ox
2
tllo
of
e
o
19
PN
o
-
;b
s
-
_{
2
Kt
X

oA I
LR FUlEE %Pff}& FPHS AHlt&E}.
LOSSE ol9x4 FAXNEY F3 59 #
AZ Yehda gtk ole &AR17|YF o]oR
271947k oelzA Aozt UeE UERT
NEGEE AAZEH ZATAL FRAA o] ]2F
ZAAEY 3t HoY FE AL Qi F
AFAHSRE ofgfg 7Y9EAA Hilo]ds oz
A folo] Eoe= ZAFo|tHDeAngelo et al
1994). ISSUD®] A= HAZEHL ZATAL &
BoA o3 5] go= UrEM 337199
Atele gxFo|v(utEdy F 2007, 3
Tk WA 199 ).

A 25 AT FARA Ade <E 6> Y

Rt AUDITH MANAY 3AATE +9
st k)Y #ez yehda oy, RS
AUDIT*MANAY 3AATE 28 1, 2 39 =

1
Sus BF olezge) N YPAFE 54
Soll= 593 o(-)9] e 7Nz Ut? MANA
Ag74 DA™ RMI™, RM2*'e) tie] 2
HEE BAY FE §oF d0)d goz
B e ALoR oRgAlE we AR
AdEo] AEMo|Y REMS FAlo] AMg-3te] B

iLoé.iA&-{d

25) A, 7HAvla I (007)9] ATl AXE TEwee A ek dgdor BAMslEE AUDITY Ade <E 5>
o) Aze} AFo g fALSIGIT

26 WA BARAL Fol| ulet Alghs X}gﬂ*} FEoZ sl BA3E, & MANA A VOLAAEZAL T8 sid=d 1, %
AZAL FE aHDPsM 091 tim¥ ﬂ?ﬁ—“@— 28 s, AUDIT«] A%t FHE -0009(-0.787°]1, VOLAS] A%t
HE 0IN-683)L, 28 %@&& 20l AUDITXVOLA«] AFE FHE 0118@1192 vepdth & Aszg W
o] ATE MANASH VOLAS A7} *PE °‘i1547ﬂ A e 2oy Bovh vz Jepds & & ok &9, JsAE i
7} F7tEo] gEgaAe] BexE s E Al VIFY Hghe VOLA W42 A 21169 E348153ch
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ZH & K2 AFZADE LY 5 HF| o=Fof 0|

rr
02
oo
|
T
ﬁ
I
oN
b
11
|'|II
I'|I'
=
o
of
o
84
N
it
fjo
o
0=
|0
Hu
|

P AA FH(N=8,284)
o)A 723 ] 78 9 23 3
R By (dep: DA™ (dep: RMI™*Y) (dep: RM2")
4 1.257 2,687 1539
(10541 %+%) (9.970s+) (7.430%%%)
0.109 0.209 0.123
AUDIT (2.954%5%) (2.494%5%) (1.917#%)
0188 0.405 0.207
MANA (6.853#+%) (6.508#++) (4.303%%%)
-0.118 -0.238 -0.137
AODIIT R (-3.113+#+) (-0.784% %) (-2.085%%)
-0.072 -0.179 -0.090
SIZE (-9.431##%) (~10.400%5%) (-6.781%#%)
-0.157 -0.033 -0.216
LEV (-6.615%#+) (-0.612) (-5.251%#%)
-0.024 -0.063 -0.069
GRW (~4.255%#%) (-5.011##%) (~7.0795x)
-1.059 -0.492 -1.408
Cro (~74.345%%+) (~15.283%5%) (-56.920%++)
0.160 -0.318 0.115
TAes (5.979x) (-5.245%xx) (2.4605xx)
-0.074 -0.097 -0.037
LOSS (-5.456%#%) (-3.170%#) (-1572)
0114 0.289 0.245
NEGE (5.394%5%) (6.014%5%) (6.647%%%)
-0.031 -0.089 -0.077
ISSUD (-2.898##+) (-3.667%%) (~4.1145x)
SIND ¥ ¥ ¥
YD ¥ ¥ ¥
adi & 0471 0.119 0.374
F % 302,058 49.635%x% 216.019%x*
1) W) e < 29k <E 3>4 3o B3
72) B3 £9 £AE 7 A 945 ¢ g
F3) EA717F 20019 5E 20089 EH“OE 21(2)9] 232 A7
Z4) saHi ZHA } ARAL AL A5E 043
F5) wen ok, Zh2E 19, 5%, 10% FEAA Fo3He Yepd(3=22%).
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o|o)s AexAdths Azfoltt” el AUDIT+  Elgth
A

MANAY] 32 & (interactive term) WY 2 TAWT MANAY Age o924 ZHAU
ol e A&} 719ES g o) giges DA™ ARMI™ ARMZ™NO) diE dAEs
BARL AT HeoE JARPAE wod F 2 FAT FoIE BT 1% FRA F3 ()
Adzo] Hls) AEMely REM F30] 2% 74 9 g2 7z Jg” gebd dEsds ngoes
sof ojzatel AN a3t gle ACE Uey SAE Ade @M FEES BYos BHE <A
. ol ARFHQ R FoE AT Y 6>9 AT} dXE A Yggn? = gy
HAREAAERT ZAAL 71959 A9oln S Hgos e wddFANY T BAUAL
RAE B3 AT AN Eh o F /950 A8 7195 vl BAelE A
glslthe ol TR QR A AR A AEM ¥ REMS

SAMTY dife < 5>¢ Ade} AHoR A WE FBA BT 7] gyl o]xA Y wE Fo
3 292 et Aud dee) due it fola o ZaEdnks 2y,

<R T2 7V 20 OIS ALRFOE <E 6> 9 olgigt ARE = W oA 7HE 1M HFoE
g A9 WEHs Z¥S olgdle BAE 3 RS e niRFLIIYEY 092 &
AR Agolh B4 AsE WEWSRY S AAS 5 nE R Ede BARAL V)
R Asdwe 57} ol &HIUh 7Hd 298 ol AEIM} VY EF HHFHORE Fod
#Ag FAAS MANAS Aot A77E GepRA] ekola] 7hdo] AAFHA kA

<E T HW F e FARYE BF 1% o) W BAWAG A& A ) o)olzd 24
WollA fofdh gFoln, 13t HoM AR AE olgsid YR ] o7} JAEAE
wgage Aol gtk 2y ARHGAY Lol AndME FARA 710l AL 7Y
R)e FEWF7E ADA™, ARMZ™, ARMI™ o wls) guidog o|Rgha} &nt o Ace 2
TO8 ZA7h 305%, 274%, 149%= =A 4 #vh #FHAG ojYd e FEHset WHE

27)

28)

29)

<E 6>9 2 1o 3 F/REAE AG)OIN drds T3 T A5E Asje)] w2y, B AUDIT=MANAS] A3k
t L -0139-37102 1% FIFFNA frojst Anz 1o] BHug 2ol Aato] Ao Ao} Azo
2 Aot fodh W, <E 6>9 A REM ZHAE Cohen and Zarowin(2010)9] ZAHe)| wel 24" RMI™™3
RMZ''e) ARE FHog nusgt 2@ il Al 7lA REMS AY Z2AAE B4F Azd waw, hCrFo™
aPROD™, abDE™ % abPROD™' A%t FAHoz 93 AFgol #2HUT. abPROD™™'Y AFztt zHe -0231
(-3745)2 Ui, <E 6>¢ Avk= F2 w84 Al 71909 A9t o33 Avks <F ollA WEHSE 233 A%
o= AHo = fAS Axz Yt

Ry A WEED OEFAAde] EAZE YEAS VIF oz RISIHY. <XE 7>olM dz, 23 1, 2, 39 3% VIFY
& NEGE W2 1 gro] 15170 Baslel Mg 1] da3iA FAE AdsA] g Aoz Yehgth

A3l M ASIZESH GRWe 43734E Uehs HoBg, o]F GRWS A3 & F7HE4S A8 Hoith 1 23] m=
WORE oA BAWMS MANAY AFEt He -009%6(-2145)0%, =& 29 39 ASLE 77 -0239(-2828)% -
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The Effect of Mandatory versus Voluntary Audit on the
Discretionary Accruals and Real Earnings Management

- Focused on Initial External Audited for Non-listed Small
and Medium-sized Entities -

Jong-Il Park+ -+ Kyu-An Jeon= - Hye-Jeong Namme

Abstract

This paper examines the effect of initial external audit on the earnings management using
non-listed small and medium-sized entities. We further investigate a differential effect of
external audit depending on mandatory or voluntary audit and type of auditors. Although the
effect of external audit has been investigated in many previous papers(Coppens and Peek
2004, Ball and Shivarkumar 2005; Garrod et al. 2007, Hope and Langli 2010), most studies
has focused on listed companies. However, the effect of external audit may be important on
non-listed companies which are audited from external auditors for the first time. In addition,
to examine usefulness of external audit, we need to compare a different impact during pre-
and post-audit period. Therefore, use of initial external audit data is necessary. However, due
to data availability, the study that examines the effect of initial external audit is rare in
Korea. We investigate the effect of initial audit using non-listed small and medium-sized entities
and estimate performance-matched discretionary accruals and real earnings management as
proxies for audit quality.

This paper has distinctions to the prior studies, specifically Kang and Hwang (2007) in
terms of sample period, type of audit, and measurements of audit quality. First, this paper
extends the sample period (2001-2008) and uses a larger sample compared to Kang and Hwang

(2007). We believe that a large sample improves generality of our results. Second, this paper
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examines a different impact of mandatory audit firms as well as voluntary audit firms on earnings
management, whereas Kang and Hwang (2007) focuses on mandatory audit firms only. We
expect that the external audit decision may be affected from a different cost and benefit depending
on a firm's characteristics. Third, this paper adopts two measures for audit quality, whereas
Kang and Hwang (2007) only uses discretionary accruals as a proxy for audit quality. Prior
studies suggest that managers consider lots of methods to manage their earnings. Specifically,
they use real eamings management since SOX (Sarbanes-Oxley Act). Therefore, considering
an alternative measure as a proxy for audit quality can provide rich information about the
effect of external audit. Finally, this paper tests the effect of external audit using level and
change models, respectively. The internal validity of the result in this study can be improved
from the tests.

Using 8284 firm-year observations from 2001 and 2008 in non-listed small and medium-
sized entities which are audited for the first time, we test the effect of initial external audit.
We measure two proxies for audit quality: accruals-based earnings management measured
using performance-matched discretionary accruals in Kothari et al. (2005), and real earnings
management measured using three proxies in  Roychowdhury (2006); abnormal cash flows
from operations, abnormal production cost, and abnormal discretionary expenditures.

Results of this paper are following. First, when we use the level model, there is no significant
difference from pre-audit and post-audit period in the two proxies of audit quality. This result
still holds regardless of mandatory and voluntary audit. This finding suggests that on average,
firms that receive a external audit for the first time experience little change in earnings
managements. Second, when we use the change model, for mandatory audit firms, performance-
matched discretionary accruals and real earnings management of the company during post-audit
significantly decreases compared to that during pre-audit. However, for a voluntary audit
firm, there is no significant change. This is, And we find that mandatory audit firms are more
likely to experience a decrease of discretionary accruals and real earnings management. This
implies that the effect of initial external audit is different and the impact of external audit is
greater for mandatory audit than voluntary audit. We also find that type of auditor is not a
significant factor in the association between mandatory versus voluntary audit and audit
quality. Finally, as a sensitivity test, we examine the effect of auditor’'s type. For a mandatory
audit firm, this study indicates that the effect of initial external audit is significantly increased
regardless of type of auditors while for a voluntary audit firm, it does not. In sum, the effect of

initial external audit is profound in mandatory audit firms than voluntary audit firms regardless
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of type of auditors.

We contribute to the literature in several other ways. Up to now, there aren’t researches on
non-listed companies. Specifically, empirical study on the effect of external audit is rare due
to data availability. This study provides an empirical finding about the effect of external audit
for non-listed small and medium-sized entities that received external audit for the first time.
Second, this study suggests that the effect of initial external audit is different depending on
type of audit, that is, mandatory versus voluntary audit. This result indicates that costs and
benefits from external audit varies. Third, the findings of this study that the effect of external
audit is greater for mandatory audit firms than voluntary audit firms can provide a lot of
important implications to regulators, and investors. Academics can also apply the discussion

in this paper for related researches.
Key words: initial external audit, non-listed small and medium-sized entities, mandatory

audit, voluntary audit, performance-matched discretionary accruals, real earnings

management
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