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Total Sample  No Litigation ~ Auditor Litigation = Other Litigation
(n=261) (n=110) (n=98) (n=53)
Panel A: Selected Characteristics ‘ 5% ‘
Total Assests (in millions) °
Mean $2,817 $1419 < $1,977 < $7.273
Standard Deviation 12,500 9,124 6,326 22,520
Median 34 9 81 165
Years of Fraud
Mean 2.06 193 < 239 1.74
Standard Deviation 1.68 1.98 143 1.33
Median 1.75 1.50 2.00 1.25
Severity of SEC Action (1-4)
Mean 2.54 247 2.79 2.25
Standard Deviation 0.86 0.88 0.71 0.98
Median 3.00 3.00 3.00 3.00
Public Companies 96% 95% 97% 98%
NYSE 21% 9% 25% 40%
Bankrupt 26% 6% < 54% 17%
Technology 9% 4% < 14% 11%
Financial Services 25% 23% 24% 34%
IPOs 35% 27% 46% 30%
Big 6 Auditor 60% 38% < 75% 77%
SEC Enforcement Action 39% 53% 34% 19%
Against Auditors
Interim Statements Only 17% 15% 9% 34%
5897} e W& oh]AR, FAREAA S We A Aas S AT 5 e
Aclehe Qe 48 AU 249 & ddrke 42 A drka Bed
wa AR YTEES IV IGEE o) A EAES BRI U 2
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(E 2)
Total No Litigation ~ Auditor Litigation ~Other Litigation
Stock Returns
Mean -24% 2% -40% -29%
Standard Deviation 57 71 4 50
Median =37 -13 -50 =27
Amount of Misstated Income (millions)
Mean $12 $7 $12 $22
Standard Deviation 34 32 25 54
Median 2 1 2 1
Percent of Misstated Income
Mean 192% 288% > 175% 67%
Standard Deviation 454 590 422 85
Median 79 80 82 52
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(Z 3)
Total With core Withoutcore With  Without
sample  accounts accounts litigation litigation
n=492) (n=305) (n=187) (n=185) (n=307)
Dependent variables I
Litigation frequency 185 154 31
percent 38% 50% 17%
Auditor litigation frequency 65 62 3
percent 13% 20% 2%
Test variables
Core accounts frequency 305 154 151
percent 62% 8% > 49%
Number of line items mean 1.70 2.00 1.20 2.10 1.40
s.d. 1.20 1.40 0.50 1.60 0.80
median 1.00 1.00 1.00 1.00 1.00
Control variables:
Restatement characteristics
Interim-only periods restated frequency 245 135 110 71 174
percent 50% 44% 59% 38% 57%
Fraud frequency 94 87 7 73 21
percent 19% 29% 4% 9% > 7%
SEC AAER issued frequency 63 57 6 54 9
percent 13% 19% 3% 29% > 3%
(Z 4)
Total With core Withoutcore With  Without
sample  accounts accounts litigation litigation
n=492) (n=305) (n=187) (n=185) (n=307)
Materiality measures L
Reported income decreased frequency 334 276 58 154 180
percent 68% 90% 31% 8% > 59%
Change from income to loss frequency 60 53 7 34 26
percent 12% 17% 4% 18% > 8%
Percent change in net income mean  -137%  -246% 35% -171%  -117%
(n =479, 294,185, 178, 301) s.d. 10.10 12.00 5.60 8.50 10.90
median  -19% -36% 7% -35% -10%
No. of years restated mean 131 1.47 1.06 165 > 1.12
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(% 6)
Number Percent or mean CAR days (0, 1)
Information about management 403 -9.2%
Fraud 83 21% -20%
No fraud 320 79% 6%
(¢-statistic) (-5.10)*
(z-statistic) (-4.96)*
Restatement attributed to:
Auditor 72 18% -18%
SEC 96 24% 4%
Company 107 27% -13%
Unattributed 128 32% -5%
(F-statistic) (14.23)
of) (34.03)*
Materiality variables
Core earnings 243 60% -13%
Non-core earnings 160 40% 4%
(¢-statistic) (-5.22)*
(z-statistic) (4.12)*
Pervasiveness
1 290 72% 7%
2 68 17% -13%
3 27 7% -23%
4 15 4% -16%
5 0 0% n/a
6 1% -17%
7 0 0% n/a
(F-statistic) (7.12)*
o0 (18.76)*
Change in net income/assets
Overall mean -24%
Quintile means 80 -20.5% -17%
81 -3.2% -15%
81 -0.8% -8%
81 0.2% 2%
80 12.5% 4%

(F-statistic) (12.63)*
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4) Francis, Philbrick, and Schipper(1994, Journal of Accounting

Research)2| o4
UM (F 59 ATFEE A HEHEA
o] sfetolm 2 AT H ks

24 R4 Are) AA FA} Fo3

Eviilcia=

o
tlo
ok
N

(ET

Panel A: |At-Risk Sample

$ Change (in 000s) $ Channge (in 000s) 1 Year  Col. 2 as % of Market

on Announcement Day ~ Prior to Decline Quarter Value 1 Year Prior

to Day before Announcement  to Decline Quarter
Mean —7,870.05 —42,770.20 635
Minimum -189,581.00 -747,654.00 -85.50
Ist quartile -5,024.68 -35,556.10 —48.82
Median -1,680.63 —4,652.06 -25.08
3rd quartile -470.50 248.74 3.30
Maximum 532.00 261,303.80 265.72
#>0 15 15
#=0 0 0
#<0 46 38 38

Panel B: |Shareholder Lawsuit Sample ‘

$ Change (in 000s) $ Channge (in 000s) 1 Year  Col. 2 as % of Market

on Announcement Day ~ Prior to Decline Quarter Value 1 Year Prior

to Day before Announcement  to Decline Quarter
Mean ~140,681.00 2,005.02 317
Minimum -1,163,219.00 -1,341,850.00 -61.53
Ist quartile -123,789.00 -99,861.70 -30.57
Median —44.856.70 2,876.26 122
3rd quartile -13,743.80 147,787.60 3091
Maximum 14,600.21 1,187,436.00 105.65
#>0 1 23 23
#=0 0 0 0
#<0 43 21 21




) a7 wre AEe Fhe 2
A ool olv) 6% A= S o AnE J1ge] ¥ AGYRE AR
Aol FEsIR S W FelA FFEC] 1 FEE YA olsol=rt AR
9 Aeaswye] 444 d9lo] Arke 24 g art, o) ARA A
AR 7IFHEE Fw8] wrgstal oA A EI AR TAE AlAds 2
Aus} A4 wolEd A4 owl BANEY 77 AREL 4 Rolw 1
(% 8
Market Reaction to Adverse Earnings Disclosures (1987~91)
Riy= i+ BiRy + A1 Oy + &y
Panel A;| At-Risk Sample
a B A R n

Pooles Estimate .0003 8517 =0763 0252 14,893

(t-Statistic) (746)  (16.803) (-9.990)

Minimum -0041 -1017 -5034 .0000 53

Ist quartile -.0016 2924 -1041 .0057 53

Median -0001 7523 -0582 .0409 53

3rd quartile .0019 1.2643 -0253 1033 53

Maximum .0060 23364 .0326 3791 53

#<0ata=.10 — — 16 — 53

Panel B:|Shareholder Lawsuit Sample |

a B A R n

Pooled -.0002 1.4343 =1716 .1670 11,458

(t-Statistic) C688) (35749 (31.57)

Minimum -.0168 4921 -.5595 .0224 45

Ist quartile -0016 1.1762 -.2198 1399 45

Median .0001 1.4385 -1552 2333 45

3rd quartile .0009 1.6272 -.0807 3188 45

Maximum .0042 2.3452 1288 .5092 45

#<0ata=.10 — — 37 — 45




(E 9] ARl A= 2R AAG R BA) WME F7le] SetEo] 255 &
%2 9 /bsAol Avke S ol Fa vk F, 2% BT /195 FE F
N g HAE(F -17%)0] 25T I DL 79T HLE(F %) 0k 2
Che AME HelFm 93, o 94 A5E A7ARES 9x sk Aol

(F 99 A3t @A AvRgkEel, AR ATaEE =@ w 5AYRe
A, AZA] BN fTerlncke HARE o] §Ate] BAelA H2alok @
e Aalel B E shtel 2AS AFAT Z, 2508 71QES Pl o
M dagelel 2% P e /QEY gaFeun 44 ks Aol
o ol AAFHo] Br%el ot A/ AR BAE A g gelAHe] Ag

(9
Changes in Earnings and Sales for the At-Risk and Shareholder Lawsuit Firms (1987~91)

Panel A: Earnings and Sales Changes

‘ At-Risk ‘ ‘ Shareholder Lawsuit ‘ Difference
Variable Mean Median Mean Median t-Statistic ~ Wilcoxon
AEPS - BE(1 qtr) -122.0% -97.5% -76.0% -56.1% 3.229 2.877
AEPS - BE (4 qtr) -144.7% -105.6% -107.4% -70.6% 1.638 2.273
AEPS - AE (1 qtr) -1254%  -100.0% -82.6% -60.0% 2.747 2.545
AEPS - AE (4 qtr) -141.1% -104.3% -98.2% -59.5% 2.288 2.599
ASales (1 qtr) 48.1% -40.5% —4.8% 4.3% 63.975 7.130
ASales (4 qtr) -51.9% -43.5% 60.6% 8.7% 11.484 7.766
Panel B: Form of Report

At-Risk Sample Sharcholder Lawsuit Sample

Forecast 3 18 (earlier)
Preemptive disclosure 4 10
Announcement 46 (later) 11
No report found - 7

Total 53 45
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1) Bradshaw, Richardson, and Sloan(2001, Journal of Accounting
Research)2| o4+

(£ 1002 A4 s B2 7952 A4S ] 3L l 1
A o (working capital accruals) 2} 228 9 (total accruals: E7]o]d] - P oz F
Hol dgsF)e] ¢ F5 Bolerh =g dAVY

=
Mol ag oz Yrola ZelAd 8 26 B 2
=

4 #
Jo

= = A
AT fFEYel FHEA Yotz Frloldd FS = SN (o, At
Z 13

b S, A7, ESAR S)ol 27 e sl dvt. a2y, &
Aol 53] 2 71dE9 AFole AAcldzA el H2o] "3l Aol T o]
A& 7Hsdol =u. ole BT AV deFo A vliete] AdAre] A FA
Fetel] o HAADE AT A7) el A e or AFHoR
A2 & FHL A7} 3] &5 7] WZolth.

(E10)
WCAcc TAcc
Non-SEC firms 0.0176 -0.0602
SEC firms 0.0889 0.0225
Test of mean difference -4.48 —4.63
significance level 0.0001 0.0001

Panel C: Distribution of SEC enforcement actions across accrual portfolios
Port WCAcc

1 2 3 4 5 6 7 8 9 10

Non-SEC firms 6,669 6,667 6,668 6,670 6,667 6,668 6,669 6,668 6,670 6,668
SEC firms 4 6 4 5 2 6 4 10 9 28
Chi-square test 64,939

significance level 0.001
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2) Dechow, Sloan, and Sweeney (1996, Contemporary Accounting

Research)2| ¢i7

(23 4)ellA & & ko] A=A L OA =W A2 A]4 7] ol 713He<t 7

)

wem— Total accruals — Control sample

1 wnene  Total accruals - SEC sample

|

30 2 -l 0 1 2 3
Relative to year of manipulation

Discretionary accruals —
Control sample

Discretionary accruals ~
== SEC sample

3 2 A 0 1 2 3
Relative to year of manipulation
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t-stat #positive Mean Median t-stat # positive
-2.15
-6.34
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-8.92

o}

vy
ar

i

k)
T

(

Market-Adjusted
-.182
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=222

Mean Median
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L
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84

=Rl o
Schipper(1994)2] A+ <ol Skinner(1997, Fournal of Accounting and Economics) =

2) ZA| A7l EEtas

5%
o=
i
s
ol
W
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Row total
3,434
183
3,617

H =2

2,891
2,795)
52
(148)
[28.4%]
2,943
81.4%]

o

[e)
84.2%]

Earnings

announcement
371.1 (prob. < 0.001)

12)

242
272)
[7.0%)]
45
(15)
[24.6%]
287
[7.9%]

ar

(

Type of earnings disclosure

Earnings
pre-announcement

301
(367)
[8.8%]
86
20)
[47.0%]
387
[10.7%]

Earnings forecast
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Chi-square value under the null hypothesis of independence
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(£ 13)
Dependent Intercept Damages In (Damages) Timing Adj. R
variable (expected sign) +) ) &)
Dollars 700 0.002 -0.057 16.3%
9.01**) (2.75) (1.53%
Dollars -11.13 341 —0.108" 37.2%
(412 (6.58"%) (-2.85*)
Dollars/Damages 0.044 -0.003 12.5%

(3.93") (-1.39)
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(14
Panel A: Frequency distribution of outcomnes
Suit resolved in company’s favor® 438 (21.7%)
Suit settled for more than $1 million 134 (60.6%)
Suit outcome indeterminate” 3(1.4%)
Suit still pending® 27 (12.2%)
Outcome data not available 9 (4.1%)

Panel B: Distribution of dollar settlements for 133 settlements with available data (3 m)

Average 7.93

Minimmum 1.00

10th Percentile 1.90

25th Percentile 2.80

50th Percentile 5.28 (= 3.1% of Sales)
75th Percentile 9.60

90th Percentile 19.00

Maximum 42.50

I~

T B BE FFAL Bl o 3% JEE AYHcks AFEAE I

BAAG AN e Bl ZAF 4IA
ATl D' BF BEAEC] BA F4E5 v A
Festar k. ol thg A5-d 27t 9l

Beneish (1999, Accounting Review) = (& 15)°| 49} o], 3|A7| &S gt vl= 7]
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GAAP Violators Age-Matches
Variable Mean Lower Median Upper Mean Std. Dev. Lower Median Upper
(std. dev.) Quartile Quartile (p-value) Quartile (p-value) Quartile

Insider Trading

INTRADE =348 -884 -.174  .000 =032 433 .000 .000 .000
(524) (01) (01)

ISSUE % BY 089 .000 .000  .000 025 097 .000 .000 .000

INSIDERS (:206) (.03) (.04)

Compensation

BONUS 578 .000 1.000  1.000 562 .500 .000 1.000 1.000
(.522) — (.50

SAR 296 .000 .000 1.000 23 331 .000 .000 .000
(461) — (03)

External Finance

EXFIN 279 .000 000 1.000 .282 454 .000 .000 1.000
(452) — (.81)

ISSUE 281 .000 .000 1.000 175 385 .000 .000 .000
(454 — (.16)

Debt Covenants

TECHDEF 187 .000 .000 .000 .109 315 .000 .000 .000
(:393) — (39

LEV .606 321 560 726 527 219 357 .524 624
(442 (.20) (11)

Control Variables

INSIDE % 330 172 297 443 306 241 085 246 488
(:203) (.61) (43)

VPRET -492 -953 =725 -166 101 1.326 =515 =272 264
(:569) (01) (01)

TIMEL 4445 11.00 19.00 48.00 5980 7935  11.00 35.00  66.00
(63.19) (.69) (.59

DA 545 -.145 .084 .609 .040 485 =206 -.015 231

(1.829) (02) (04)
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il
oF
&

—~
o

%o
iy
ol

o)

or

—_—

o]

sl
s

AAA 314 =71 ARANFES

-
R

o] AT
w33 gk, ¢

16yl 4, A

A=A L 3] 3 2990 21 Y},

-
st

1 3]

d o

Z(_]

It



(Z16)
Eamings smoothing measures ~ Famings discretion measures
Aggregate earnings
EM1 o(OpInc)/ EM2 p(AAce, EM3 1Accl/ EM4 # of Sm Profi/ management score
o(CFO)(-) ACFO)(-) ICFOI(+) # of Sm Loss(+)
AUSTRIA 0.345 -0.921 0.783 3.563 28.3
GREECE 0.415 -0.928 0.721 4.077 283
KOREA (SOUTH) 0.399" -0.922 0.685° 3.295 26.8°
PORTUGAL 0.402 -0911 0.745 3.000 251
ITALY 0.488 -0.912 0.630 4.154 24.8
TAIWAN 0.431 -0.898 0.646 2.765 22.5
SWITZERLAND 0473 -0.873 0.547 5.591 22.0
SINGAPORE 0.455 -0.882 0.627 3.000 21.6
GERMANY 0.510 -0.867 0.848 3.006 21.5
JAPAN 0.560 -0.905 0.567 3.996 20.5
BELGIUM 0.526 -0.831 0.677 3.571 19.5
HONG KONG 0.451 -0.850 0.552 3.545 19.5
INDIA 0.523 -0.867 0.509 6.000 19.1
SPAIN 0.539 -0.865 0.514 6.000 18.6
INDONESIA 0.481 -0.825 0.506 7.200 18.3
THAILAND 0.602 -0.868 0.671 3.136 18.3
PAKISTAN 0.508 -0.913 0.513 2.643 17.8
NETHERLANDS 0.491 -0.861 0.480 3313 16.5
DENMARK 0.559 -0.875 0.526 2.708 16.0
MALAYSIA 0.569 -0.857 0.578 2.658 14.8
FRANCE 0.561 -0.845 0.579 2370 13.5
FINLAND 0.555 -0.818 0.517 2.633 12.0
PHILIPPINES 0.722 -0.804 0.555 2455 8.8
UNITED KINGDOM  0.574 -0.807 0.397 1.802 7.0
SWEDEN 0.621 -0.764 0.466 2.568 6.8
NORWAY 0.713 -0.722 0.556 1.235 5.8
SOUTH AFRICA  0.643 -0.840 0.297 1.667 5.6
CANADA 0.649 -0.759 0.478 2338 53
IRELAND 0.607 -0.788 0.371 1.667 5.1
AUSTRALIA 0.625 -0.790 0.450 1.486 4.8
UNITED STATES 0.765 -0.740 0311 1.631 2.0

1.30%], 2. 2791, 3. 299
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Earnings Opacity Ranking of Countries

Earnings Loss Avoidance Earnings Smoothing Opverall Earnings
Aggressiveness Opacity
Least,1  Portugal Brazil Turkey United States

Belgium Mexico United States Norway
The Netherlands ~ Australia Brazil Portugal
Germany United States Norway Brazil
Switzerland Norway Mexico Belgium
United States Ireland Canada Mexico
Denmark Denmark Australia Canada

2 France France Taiwan France
Spain United Kingdom Spain Australia
Finland Belgium France Spain
Canada Portugal Sweden Denmark
Thailand Canada United Kingdom Switzerland
Norway Hong Kong India Sweden

3 Ttaly The Netherlands Hong Kong Germany
United Kingdom South Africa Portugal The Netherlands
Pakistan Austria Indonesia Finland
Ireland Singapore Malaysia Austria
Australia South Korea Switzetland Thailand
Sweden Malaysia Finland Ireland
Singapore Germany Singapore Hong Kong

4 Taiwan Italy belgium Singapore
Chile Spain South Africa Taiwan
Japan Switzerland Austria Turkey
South Africa Japan Germany South Africa
Brazil Finland Ireland Malaysia
Mexico Pakistan Pakistan Ttaly
Hong Kong Chile Denmark Pakistan

Most, 5 Malaysia Greece Chile Japan

South Korea Turkey Greece Chile
Indonesia Taiwan Japan India
India Thailand the Netherlands Indonesia
Greece India Italy South Korea
Turkey Indonesia South Korea Greece
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Fraudulent Accounting and Class Action Lawsuits
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ABSTRACT

Korean listed firms with fraudulent accounting and reporting are subject to class action
lawsuits beginning 2005. The study provides empirical findings from recent accounting and
finance studies on income management, accounting restatements, regulatory enforcements,
and accounting-related class action lawsuits. The study focuses on the concept of materiality

and provides some interpretative guidance from the perspectives of “a reasonable

shareholder.”
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