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ABSTRACT 
 

 

After Shleifer and Vishny (1997) introduce agency conflicts between controlling 

insiders and outside investors, a new research trend has emerged, which focuses on 

controlling insiders' incentives for opportunistic behavior and assumes that controlling 

insiders may want more opaque corporate information environment to mask their 

pursuance of private control benefits. However, there are still open issues on the topic of 

how different controlling shareholder types, such as business group owners, institutional 

owners and family owners, each affect corporate information environment. Therefore, 

this study aims to investigate the different roles of controlling ownership types on 

corporate informational environment. 

Chapter 1 examines earnings management behaviors of firms affiliated with 

business groups, using a unique dataset for South Korean business groups (chaebols) 

between 1993 and 2007. Contrary to predictions of agency theory, we find that group 

firms are actually less engaged in earnings management than non-group firms, and we 

offer controlling family’s concern for group reputation as an explanation. Group firms are 

also shown to use more real cash flow-based earnings management than discretionary 

accruals management. The results are robust with respect to the method of control sample 

construction, alternative models and group definitions, and endogeneity. There is also 

evidence that corporate reforms undertaken in the aftermath of the Asian financial crisis, 

including regulations on auditing and combined group-wide financial reports, appear to 

have mitigated the use of earnings management by group firms. These results are 
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consistent with the notion that concerns for group reputation may mitigate agency-based 

opportunistic earnings management behaviors. 

Chapter 2 examines whether domestic and foreign institutional investors improve 

corporate transparency in the presence of controlling benefits. We construct the 

transparency index, as well as its sub-indices based on firm- and market-level 

information, using group and non-group firm-level data for South Korea between 2001 

and 2007. The results show that foreign institutional ownership improves overall 

corporate transparency, while the effects of domestic institutional ownership are 

insignificant. This is traceable to sub-index findings that foreign investors are associated 

with improvement in both firm-level and market-level transparency, while domestic 

institutional investors are associated with a decrease in firm-level transparency, but with 

an increase in market-level transparency, which may offset each other. The effects are 

non-linear for domestic institutional ownership, while those of foreign institutional 

ownership remain monotonic. These findings are consistent with the notion that domestic 

institutional investors are conflicted by their role as monitors to boost transparency and 

by their desire to pursue control benefits by exploiting insider information and promoting 

selective transparency. Foreign investors, lacking such controlling benefit opportunities, 

tend to promote general transparency.  

Chapter 3 examines how the dynamics between family owners and market 

participants, such as analysts, market makers and investors determine a firm's overall 

transparency, using South Korean data between 2001 and 2007. Our results show that 

family ownership has a positive relation with earning-based transparency, while it has a 
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negative relation with market-based transparency. As a result, family ownership seems to 

have no impact on overall transparency. However, an analysis based on sorting of family 

ownership shows that firms with less than 30% family ownership show a positive 

significant relation to overall transparency, but firms with family ownership of 30% or 

higher have an insignificant relation with overall transparency. This discrepancy may 

exist because family owners may want to promote corporate transparency through better 

earning-based information dissemination, but market participants discount such efforts 

and this discount increases as family ownership increases. 
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CHAPTER 1 

 

REPUTATION AND REAL EARNINGS MANAGEMENT IN BUSINESS 

GROUPS 

 

1.1. Introduction 

Conventional research on earnings management focuses on single, independent 

firms with widely-held equity ownership under well-developed capital market and 

institutional infrastructures. In this view, opportunistic earnings management is a product 

of agency conflict between managers and owners in the tradition of Jensen and Meckling 

(1976). As such, empirical research aims at identifying managerial motives for 

opportunistic earnings management or constraining factors such as regulations, market-

based monitoring agents, or firm-level governance schemes (survey in Healy and Wahlen, 

1999).  

With the influential works of La Porta, Lopez-de-Silanes, and Shleifer (1999) 

documenting concentrated ownership around the world, and of La Porta, Lopez-de-

Silanes, Shleifer, and Vishny (2002) emphasizing the importance of investor protection, 

studies of earnings management in “non-conventional” settings have also appeared. For 

instance, Fan and Wong (2002) examine the impact of concentrated ownership on 

earnings management in East Asia, while Leuz, Nanda and Wysocki (2003) report that 

firms in countries with poor investor protections tend to do more earnings management. 

Similarly, Gopalan and Jayaraman (2012) examine the relation between consumption of 

private control benefits and earnings management using international data. Collectively, 

these papers support the importance of another kind of agency problems in earnings 

management – one between controlling insiders and outside minority investors (Shleifer 



2 
 

and Vishny, 1997). Still, the unit of analysis remains a single firm, and the impact of the 

industrial organizational structure such as business groups – which are prominent in 

many emerging market countries and in such important developed countries as Japan and 

Germany – remains an open issue in the earnings management literature.  

A business group is a collection of “firms which, though legally independent, are 

bound together by a constellation of formal and informal ties and are accustomed to 

taking coordinated action” (Khanna and Rivkin, 2001, p47). Therefore, incentives for 

earnings management in a group firm differ from those of a single firm for several 

reasons. First, by definition, earnings management of a group firm is subject to group-

level coordination or control issues as well as firm-level considerations. Second, the 

disparity between control and ownership stemming from a pyramidal or circular 

ownership structure increases the opportunity for private consumption by controlling 

insiders, hence makes the role of business groups an important issue to be addressed in 

earnings management. Third, the industry structure of the group firms, such as industry 

diversification (e.g., Berger and Ofek, 1995) or the presence of banks in a group (e.g., 

Weinstein and Yafeh, 1998), may influence the level of information asymmetry or 

information sharing and thus earnings management as well. Finally, and most important 

for the present purpose, Roychowdhury (2006), Cohen and Zarowin (2010) and others 

argue that earnings management may take place through real cash flow activities as well 

as discretionary accruals. We think that real earnings management is an important vehicle 

for resource transfers and earnings shifting in business groups because of the 

interconnected nature of firms within the group and may supplement or supplant accrual-

based earnings management. 
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In this paper, we examine the earnings management behavior of group firms in 

Korea. We collected unique data for Korean firms for the period of 1993-2007. This 

dataset encompasses financial, accounting, managerial, ownership, governance variables 

for both group and non-group firms, augmented by information on regulation and 

industry, at both at the firm and group levels. The importance of business groups in 

Korea’s economy is undisputed – the total sales of the four largest business groups 

(Samsung, Hyundai Motor, SK, LG) comprise of 51% of Korea’s GDP in 2010,
1
 and 

thirty largest groups control 40% of the economy according to the Bank of Korea (New 

York Times, April 24, 2008). Except for the presence of banks, the Korean chaebols 

embody all the usual characteristics of business groups. Anecdotal evidence abounds that 

Korean business groups also tend to engage in large-scale earnings management via 

internal transactions among group firms.
2
  

We posit two alternative hypotheses regarding the level of earnings management 

and business group affiliation. The first is the agency hypothesis following the 

governance paradigm of Shleifer and Vishny (1997): the level of earnings management of 

a group firm is determined by a tradeoff between the opportunistic private benefit 

motives of controlling insiders versus the interests of outside minority investors of the 

firm, given country-level law, governance and institutional infrastructures. Complicated 

group-related agency problems between controlling family owners/insiders and outside 

                                                           
1
 http://biz.chosun.com/site/data/html_dir/2011/04/20/2011042000096.html 

2
 Hyundai Motor group was accused by its labor union as it used internal transactions to transfer earnings of 

certain member firms to the firms with high cash flow rights of the controlling family. Internal transactions 

commonly used by Korean chaebols include transfer pricing and exclusive monopolistic supply and 

demand contracts among group firms. To mitigate the use of internal transactions by groups, effective 

March 2010, the Korea Fair Trade Commission mandated chaebols to report their internal transactions. 

Whether this turns out to be effective remains to be seen. (Pressian, July 1, 2010: 

http://www.pressian.com/article/article.asp?article_num=10100629112343&Section=02). 

http://biz.chosun.com/site/data/html_dir/2011/04/20/2011042000096.html
http://www.pressian.com/article/article.asp?article_num=10100629112343&Section=02
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minority investors of each group firm may provide a fertile ground for inside owners and 

managers to manipulate earnings so as to maximize their private benefits. Empirical 

works on business groups confirm the presence of these additional agency problems 

resulting in inefficiencies of internal capital markets such as tunneling.
3
 Tunneling is a 

form of exploiting corporate resources for personal benefits of insiders and is different 

from earnings management. However, the complicated agency environments involving 

many agents and stakeholders both at firm and group levels, which contribute to 

tunneling, may also induce a higher level of opportunistic earnings management for 

group firms compared to non-group firms.  

An alternative is the reputation hypothesis: managers of a group-affiliated firm 

may refrain from opportunistic earnings management because of their concern for group 

reputation. The reputational costs in the event of detection may increase for the group 

because detection of a misdemeanor by one member firm may adversely affect the entire 

group, with a potential for the controlling family or insider to bear the consequences. The 

consequences may include regulatory investigations and other government interventions 

in group firms, legal punishments of controlling family owners and managerial insiders, 

or an increase in the costs of capital for group members. The news that a group is being 

investigated may also lead to a potential loss of businesses and customers. Dewenter, 

Novaes and Pettway (2001) argue that business groups are visible in their country due to 

their size and prominence of the controlling family. The same logic, however, implies 

                                                           
3
 Bertrand, Mehta and Mullainathan (2002) document tunneling for Indian group firms; Bae, Kang and Kim 

(2002), Chang (2003), Joh (2003), and Baek, Kang and Lee (2006) show tunneling in Korean chaebol firms. 

Shin and Park (1999) provide evidence for propping by Korean chaebol firms. Dow and McGuire (2009) 

report that Japanese keiretsu firms tend to engage in tunneling during strong economic times and propping 

during recession. 
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that a potential problem by one group-affiliated firm is likely to project to the entire 

group and hence is more likely to be investigated compared to the same behavior by an 

unaffiliated firm. It is of course possible that some of these pressures can be thwarted by 

the controlling family with political connections. To the extent that the group reputation 

hypothesis holds, group affiliation will increase the probability that their opportunistic 

behaviors are investigated by the authority. These reputational costs may reduce the 

incentives for opportunistic earnings management by group firms compared to non-group 

firms. 

We find that group affiliation lowers earnings management – both accrual-based 

and real earnings management. This is robust with respect to the methods of constructing 

control samples, alternative definitions of business groups, and sub-sample estimations. 

These results support the reputational hypothesis, and are at odds with the results from 

conventional accrual-based earnings management studies where agency problems 

increase the level of earnings management. We also find that the degree of mitigation of 

earnings management activities is more pronounced in real earnings management than in 

managing discretionary accruals by group firms. There is also evidence that earnings 

management activities, particularly real earnings management, have decreased since the 

corporate reforms after the Asian financial crisis regarding the mandated audits and 

consolidated group-level financial reports. Collectively, these results support a notion that 

the desire to reduce earnings management due to concerns on group reputation by 

controlling families may outweigh agency-based incentives for opportunistic earnings 

management for group firms.  
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As additional supports for the reputation hypothesis, we also find that the levels of 

both accrual-based and real earnings management are associated with group rankings: 

group firms affiliated with higher-ranking, higher-visibility business groups are less 

engaged in earnings management than non-group firms or lower-ranking, lower-visibility 

group firms. We also find that the group media coverage and the number of analysts 

following group firms are associated negatively with real earnings management, 

especially the ones related to the management of product costs and discretionary 

expenses.
4
 

The above results in support of the reputation hypothesis are also at odds with 

Kim and Yi (2006) who reported higher level of earnings managements by group firms 

due to agency complications than non-group firms in Korea. One major difference with 

their work is data period: our data period of 1993-2007 is longer and more updated than 

their time period of 1992-2000.
5
 We suspect their results largely reflect group practices 

prior to corporate reforms instituted in the aftermath of the Asian financial crisis (1997-

98). The Korean business groups have improved greatly in their governance and 

accounting practices after the series of corporate and market reforms during 1999-2001 

                                                           
4
 Alternatively, one can also infer, from these findings, an evidence of group cohesion at the level of 

managers: CEOs of individual group firms may behave as if they are conscientious of overall group 

interests because their compensations and future prospects may depend on evaluations by controlling 

family owners. It remains an open issue as to how group interests can be coordinated with firm and/or other 

stakeholder interests. 
5
 Another difference is their extended definition of business groups: while we follow the common practice 

in Korean corporate governance studies of using data for the 30 largest business groups, Kim and Yi (2006) 

include additional groups beyond the 30. The Korea Fair Trade Commission commonly separates 30 largest 

business groups out for closer monitoring, which gives them extra visibility than smaller groups. As a 

robustness check, we also used the extended definition of business groups, but firms with this extended 

groups actually resorts to higher earnings management than firms in top 30 groups. This again supports the 

reputation hypothesis. 
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(Choi and Papaioannou, 2010). Our sub-period analysis shows that the level of earnings 

management by group firms has decreased in the post-reform period.  

We further investigate whether group characteristics matter. We find that group 

dummies are significant and negative in three out of four component categories of 

earnings management, confirming our basic findings. Interestingly, the coefficients of 

family firm dummies are positive and significant, indicating that, consistent with an 

agency behavior a la Shleifer and Vishny (1997), non-group family firms may engage in 

higher earnings management than non-family firms. However, the coefficients of group × 

family interaction terms are negative and significant, suggesting that in the case of group 

firms, family and group interests may largely coincide such as to lower earnings 

management to protect group reputation.  

Our paper contributes to the earnings management literature in the following 

ways. First, in contrast to existing work that focuses on single, independent firms, we 

analyze earnings management of group firms where both firm-level and group-level 

considerations come into play. Second, we introduce real earnings management in 

business group analysis and show that cash flow-based real earnings management is more 

important for group firms than accrual-based earnings management. Third, existing work 

on earnings management generally focuses on agency problems. According to the agency 

hypothesis, the complicated ownership and organization structures of business groups 

should indicate higher agency problems and hence higher earnings management for 

group firms than independent firms. We advance a reputation hypothesis that group 

affiliation can actually reduce earnings management if the effect of controlling family’s 

concern for group reputation outweighs that of agency complications. Finally, we employ 
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a propensity scoring method of constructing matched group and non-group firms, which 

is superior to the use of unmatched raw data or size-industry matching found in existing 

work – this also helps address the impact of endogeneity of group membership.  

The remainder of this paper is organized as follows: Section 1.2 develops 

hypotheses, and Section 1.3 explains the estimating framework. Section 1.4 describes 

data. Section 1.5 reports the result of our main empirical analysis. Section 1.6 discusses 

the robustness checks, and Section 1.7 summarizes and concludes.   

 

1.2. Hypotheses development 

Khanna and Palepu (2000) argue that business groups provide internal markets 

where external markets and institutional infrastructures are inadequate. The implication is 

that the internal markets created by business groups are more efficient than the imperfect 

external markets in emerging markets. Stein (1997), and Shin and Park (1999), 

respectively, present theoretical and empirical examination of the efficiency of internal 

capital markets. However, internal capital markets might not work well if there are 

agency problems. Group-level goals, let alone the private benefits of controlling family 

insiders, may not be compatible with those of individual member firms.  

There is scant empirical work regarding the agency conflict between group and 

member firm objectives. However, some aspects of such agency problems seem clear. 

While the group may be interested in risk-sharing among group firms (e.g., Khanna and 

Yafeh, 2005), propping of financially distressed firms with resources from profitable 

firms – documented in the case of Japanese keiretsu firms (Dow and McGuire, 2009) – 

may create serious agency problems between the group-controlling family insiders and 
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outside minority owners of the profitable firms. Another possibility is related to taxes. 

Jung, Kim, and Kim (2009) find that because group-controlling shareholders have 

incentives to shift earnings from firms in high tax brackets to firms in low tax brackets, 

such earnings shifting may reduce taxes for the group but may harm the minority 

shareholders of the member firm from which earnings are shifted away. The earnings 

shifting of either kind itself is a form of real earnings management. However, it could 

also create a group-level incentive to engage in another round of earnings management 

for the purpose of masking the real earnings impacts for both propped and propping firms.  

Wealth expropriation by group controlling insiders is also an important incentive. 

Expropriation ranges from simple perquisite consumption and abnormally high 

compensation to tunneling. Tunneling is an extreme example of such expropriation in 

business groups. Group-controlling insiders/owners have strong incentives to bring 

resources out of the firms to increase their private wealth (Johnson, La Porta, Lopez-de-

Silanes, and Shleifer, 2000), and they can do it by relocating resources from firms where 

they have lower cash flow ownership to firms where they have higher cash flow 

ownership. Existing empirical research supports the prevalence of tunneling (Chang, 

2003; Joh, 2003; Bae et al., 2002; Baek et al., 2006; Bertrand et al., 2002). While 

tunneling is not related to earnings management as we identify it as fraud and illegal, the 

conditions under which opportunistic private consumption becomes possible – such as 

concentrated ownership, organizational conflicts, and complicated governance structures 

– would also present the environments conducive to opportunistic earnings management 

by group firms.  
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Similarly, regardless of the efficiency of internal capital markets, its presence in 

business groups may relate to higher earnings management, especially real earnings 

management. The internal capital market transactions inside business groups are different 

from those in conglomerates in the U.S.  In a conglomerate, as a single firm with multiple 

divisions, resources from one division can be shifted to another division without creating 

legal and agency conflict between controlling insiders and outside shareholders provided 

that the transaction is beneficial for the firm. Group firms, in contrast, are legally 

independent firms, and each member firm's outside minority shareholders are sensitive to 

that firm’s own earnings. If the group-controlling owner shifts resources from that firm to 

other firms in the group, it would cause serious agency problems whether or not it is 

beneficial for the group as whole. Rather than facing this, the group-controlling family 

owners may have an incentive to mask the resource shifting. This would add an 

additional incentive for group firms to manage earnings compared to non-group firms, 

aside from the initial earnings shifting or expropriation.  

We should also note that business groups also create additional layers of 

information communication. To get over this, information often gets passed through 

informal channels. These, on top of the complicated ownership and governance structures, 

can make group firms more opaque than non-group firms from the standpoint of the 

market and outsiders. This opacity, in turn, makes it difficult for outside investors to 

effectively monitor group firms. Opportunistic earnings management may rise as a result.  

For all these reasons, we develop Hypothesis 1.1a based on the agency hypothesis 

as follows: 
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Hypothesis 1.1a (agency hypothesis): The level of earnings management will be higher 

for group firms than non-group firms, all other things being equal. 

 Alternative hypothesis based on reputation, however, is also plausible. According 

to the reputation hypothesis, group firms may not engage in opportunistic earnings 

management as much as non-group firms because groups would have higher expected 

reputational costs. For example, if one member firm's misbehavior is detected, more often 

than not, the market punishment applies not only for that firm but for all other firms in 

the same business group. This group-wide punishment may raise the costs of capital for 

all group firms, cause a loss of the group brand value, and/or provide an open invitation 

for group-wide regulatory investigations by the media or regulatory authorities.  

The reputational costs are directly related to the high visibility of business groups. 

Dewenter, Novaes, and Pettway (2001) argue that business groups have high visibility 

because they generally consist of the largest firms in the economy, and because the 

group’s controlling owners are often among the most prominent families, or their 

management consists of some of the highly renowned and well-connected people. This 

high visibility may increase the probability of group firms being uncovered by the media 

or the authority. Outside investors may also perceive additional agency problems in the 

business group structure and feel the need to monitor group firms more diligently. It is 

possible that political connection may thwart some of these pressures but it still remains 

that ex ante the controlling group owners have concern on group reputation and act 

preemptively. Thus we advance a reputation hypothesis that group affiliation will reduce 

earnings management because controlling owners may place higher concern on their 

reputational costs: 
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Hypothesis 1.1b (reputation hypothesis): The level of earnings management will be lower 

for group firms than non-group firms, all other things being equal. 

The next hypothesis concerns the choice between accrual-based and real earnings 

management by group firms compared with non-group firms. As a single, independent 

firm, a group-affiliated firm may have the same choice between accrual-based earnings 

management and real earnings management as a comparable non-group firm. However, 

group firms have additional incentives to engage more in real earnings management than 

in accrual management because of group-level incentives of earnings management related 

to earnings shifting across firms through internal markets. Accrual-based earnings 

management is more of an instrument for an inter-temporal earnings smoothing of a 

given firm than that of an earnings management across firms through intra-group cash 

flow transactions. Moreover, unlike discretionary accruals which may have to be reversed 

in the future, earnings shifting across firms through internal cash flow transactions (e.g., 

direct investments, transfer pricing, and assets sales) face no such reversals. Hence, real 

earnings management is likely to be more important for group firms than non-group firms 

that are positioned to utilize international markets. Hence, to the extent that the agency 

hypothesis indicates that group firms are more likely to engage in earnings management 

than non-group firms (H1.1a), such effects are likely to be more pronounced in real 

earnings management than in accruals management. 

As an agency in charge of ensuring fair trade and fair competition, the Korea Fair 

Trade Commission (KFTC) has been monitoring internal transactions of business groups, 

which could be harmful to the competitiveness of non-group firms. The KFTC separated 

large business group firms out for monitoring purposes since 1981. The regulatory basis 
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of such monitoring was reinforced with the enactment of the Policy against the 

Concentration of Korean Economic Power Act in 1987. As discussed, the probability of 

detection of opportunistic internal capital transaction creates higher expected reputational 

costs for group firms, and the reputational costs may be higher for opportunistic real 

earnings management than for accrual-based earnings management. Internal capital 

transactions, which can only be used by group firms, not by non-group firms, are related 

to real earnings management not accruals management. Hence, in parallel to the 

discussion of the agency hypothesis, to the extent that the reputation hypothesis holds 

such that group firms are less likely to engage in earnings management than non-group 

firms (H1.1b), then such group impact is likely to be greater than real earnings 

management than in accrual-based earnings management.  

Combined, regardless of whether the agency or the reputation hypothesis holds, 

the effects of group affiliation are likely to be more significant in real earnings 

management than in accrual-based earnings management.  

Hypothesis 1.2: The effects of group affiliation are likely to be more significant in real 

earnings management than in accruals management, all other things being equal. 

 

1.3. Estimating framework 

This section explains the estimation of several empirical proxies for earnings 

management. We use two accrual-based earnings management measures and three real 

earnings management measures. For accrual-based earnings management proxies, we use 

the total discretionary accruals, as measured by Jones (1991) modified by Dechow, Sloan, 

and Sweeney (1995), in the main empirical section, augmented by an alternative 
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discretionary accrual measure – the performance-adjusted discretionary current accruals 

due to Kothari, Leone and Wasley (2005) – for robustness check in Appendix A. For real 

earnings management proxies, we follow Roychowdhury (2006) and measure abnormal 

operating cash flows, abnormal production costs, and abnormal discretionary expenses, 

all in absolute values.  

1.3.1. Discretionary accruals measures 

According to Jones model (1991) modified by Dechow et al. (1995), the total 

discretionary accruals (TDA) are measured by the difference between total accruals (TA) 

and non-discretionary accruals (NDA).  Total discretionary accruals are measured by 

earnings before extra ordinary items and discontinued operations, minus operating cash 

flows. All three are scaled by lagged total assets. 

      (            )                                                                                            (   )                      

The parameters to calculate non-discretionary accruals are estimated with the 

following equation: 
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where  RECit is the change in net receivables. The model is estimated separately by year 

and industry. We use the absolute value of total discretionary accruals to capture the 

general level of earnings management. 

In Appendix A, we also use performance-adjusted discretionary current accruals 

(PACA) due to Kotari, Leone and Wasley (2005) as an alternative measure of accrual-

based earnings management. To obtain expected current accruals (ECA), we first 

compute parameters using equation (1.4):  
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where total current accruals (TCA) is net income plus depreciation and amortization, 

minus operating cash flow, scaled by lagged total assets. Return on asset (ROA) is also 

lagged, and the parameters are estimated by year and industry. The ECA is then: 
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The performance-adjusted current accruals (PACA) are obtained from: 

       (             )                                                                                       (   ) 

1.3.2. Real earnings management measures 

Following Roychowdhury (2006), we calculate absolute values of three 

operational measures as proxies for real earnings management: abnormal operating cash 

flows, abnormal production costs, and abnormal discretionary expenses. In a single firm 

setting, abnormal operating cash flows management can be conducted with discounts and 

lenient credit terms. Such discounts and credit terms can boost current sales and earnings. 
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However, these discounts and lenient credit terms will have to be reverted as soon as 

normal prices return. Abnormal product costs management refers to reporting a lower 

cost of goods sold by increasing production beyond the target levels. The more units of 

outputs managers produce, the lower the cost of goods sold will be recorded per unit, 

unless marginal costs exceed the reduction of fixed costs. However, this may cause 

higher levels of inventory, which leads to lower cash flows from operations, given long-

term sales. Discretionary expenses include advertising, research and development (R&D), 

selling, general, and administrative (SG&A) expenses. Managers can easily reduce these 

costs, which increase current cash flow, especially when the expenses are generally paid 

in cash. However, a reduction of some of these expenses such as R&D and advertising 

expenses may be directly related to future performance of firm, thus a reduction in 

competitiveness (Cohen and Zarowin, 2010).  

In addition to the examples of real earnings management shown above, these 

three measures of real earnings management may relate to other real earnings 

management transactions in group firms – earnings shifting by price transfer through 

internal transactions among group firms. Earnings shifting can be done through price 

transfer, investments, and/or asset sales among group firms. Jung et al. (2009) verifies 

that among the three, the price transfer is mostly used by group firms. The measures of 

real earnings management are to capture the manipulation of operating earnings, and 

price transfers are to capture manipulating operating cash flows, costs of goods sold, and 

SG&A. We note that the magnitudes of real earnings management proxies are important 
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because price transfers could give either positive or negative abnormal levels of 

measures.
6
 

To measure abnormal operating cash flows, we run a cross-sectional regression 

using the following model. 
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where OCFit is the operating cash flow for firm i in year t. Abnormal operating cash 

flows is the actual OCF minus the normal level of OCF as calculated with coefficients 

obtained from the model above and scaled by lagged assets. We use absolute values to 

measure the level of real earnings management. 

Product costs (Prod) are the sum of the costs of goods sold and change in 

inventory during the past year. Using equation (1.8), we estimate the normal product cost 

for firm i in year t, subtract it from actual product costs, scaled by lagged assets, to obtain 

abnormal product costs, and take absolute values. 
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To measure abnormal discretionary expenses, we estimate normal discretionary 

expenses with the model below, subtract it from actual discretionary expenses, and scaled 

by lagged assets.  
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6
 For a survey of these issues on real earnings management, see Xu, Taylor, and Dugan (2007). 
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where Disxit is the sum of advertising, research and development (R&D), selling, general, 

and administrative (SG&A) expenses. The model is estimated separately by year and 

industry. We use the absolute value of each measure to capture the general level of real 

earnings management activities. 

 

1.4. Data and descriptive statistics  

The samples used in this study consist of all firms listed in the Korean Stock 

Exchange. The ownership data and firm specific accounting data are collected from the 

Data Analysis, Retrieval and Transfer System (DART). DART is an internet-based 

financial reporting system that is operated by the Financial Supervisory Service (South 

Korean version of the Securities and Exchange Commission) through which firms submit 

their reports and outsiders can access this information online. Our samples cover the 

period from 1993 to 2007. We exclude firms in the financial services industry and firms 

with insufficient data necessary in empirical work. The number of firm-year observations 

is 5,916, of which 1,148 are for firms affiliated with the 30 largest business groups.  

The firm numbers vary annually and are presented in Table 1.1. The sample is 

composed of from 254 to 584 firms per year for 1993 – 2007. Of these, 53-105 firms 

belong to the 30 largest groups. The total number of firms has steadily grown over the 

years until the Asian financial crisis (1997-1998). The number of group firms has also 

grown, but more steady over time. The number of group firms has remained in the range 

of 69-72 from 1996 to 2002. This consistency is due to restructuring after the Asian 

financial crisis as they came under higher scrutiny from the government, reflecting public 

sentiment that they were the main culprit of the financial crisis. Group firms faced strong 



19 
 

regulatory pressures to reduce their debt-equity ratio below 200% and the elimination of 

cross-debt guarantee. After restructuring, however, the number of group firms again 

began to increase. We also present the number of firms and firm-year observations by 

industry from 1993 to 2007 in Panel B. Industry classification was based on the KSIC 

two digit codes; however, we merge some industries because they have too few 

observations per year. 

Our main focus is the business group affiliation variable and group-related 

governance variables. We define the group firm as a firm affiliated with one of the 30 

largest business groups in South Korea. Business group affiliations are determined by the 

KFTC in their annual announcements of the largest business groups. Since 1987, only the 

list of 30 largest business groups has been maintained by the KFTC, and the 30 largest 

groups were separately regulated by the Korean government. From 2002, the KFTC has 

announced the rankings of extended groups beyond the top 30 (the highest number 

announced by the KFTC during the sample period reached the top 59 groups ranking in 

2007). However, the list of 30 largest groups is still widely used in academic studies as 

well as the media. Thus, we use the 30 largest group firms in our main analysis, 

augmented by the extended rankings in robustness analysis. Group-level data are 

collected from the Online Provision of Enterprises Information System (OPNI) service 

provided by the KFTC. The OPNI also provides ownership data and the disparity 

between control and cash flow ownership at the firm level. 

Control variables include audit committee dummy, big 4 auditor dummy, 

institutional ownership, the depository receipt (ADR) dummy, debt ratio, firm age, and 

firm size. The audit committee dummy is included because the existence of an audit
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Table 1.1 

The number of group and non-group firms by year and by industry. 

    This table contains annual and industry breakdowns of firms listed in the Korean Stock Exchange from 1993 to 2007. 

The group firms are independent firms affiliated with the 30 largest Korean business groups, also known as chaebols. 

The unmatched non-group firms are independent firms that are not affiliated with the 30 largest business groups. To 

produce a matched sample, non-group firms are matched with group firms by industry and firm asset size for each year. 

The three subtotals describe the periods before, during, and after the Asian financial crisis (1997~1998).  The industry 

classifications are based on KSIC 2-digit codes. 

 

Panel A: By year 
    

 
All firms Group firms 

Unmatched 

 non-group firms 

Matched  

non-group firms 

1993 254 53 201 53 

1994 277 60 217 57 

1995 289 60 229 60 

1996 336 70 266 70 

1997 326 72 254 71 

1998 307 71 236 69 

1999 320 68 252 68 

2000 337 72 265 72 

2001 342 69 273 69 

2002 365 71 294 71 

2003 525 91 434 91 

2004 537 89 448 89 

2005 552 98 454 98 

2006 565 99 466 99 

2007 584 105 479 105 

1993~1996 1,156 315 1,167 311 

1997~1998 633 139 488 137 

1999~2007 4,127 694 3,113 694 

1993~2007 5,916 1,148 4,768 1,142 

Panel B: By industry 
    

 
All firms Group firms 

Unmatched 

non-group firms 

Matched  

non-group firms 

Agriculture 49 0 49 0 

Metal mining & metal ores 664 105 559 105 

Food, beverage, and tobacco  373 77 296 77 

Textiles 368 7 361 7 

Wood products 276 10 266 10 

Chemicals, petroleum and coal 1,279 221 1,058 221 

Primary metal industry 108 24 84 24 

Industrial machinery and equipment 254 24 230 24 

Electrics and electronics 655 116 539 116 

Automobile 412 86 326 86 

Communications & utilities 157 51 106 51 

Constructions 417 164 253 160 

Wholesale and retail services 462 125 337 125 

Transportations 206 83 123 81 

Other service industries 236 55 181 55 

Firm-year observations (N) 5,916 1,148 4,768 1,142 

 

committee may have an impact on a firm's decision on earnings management (e.g., 

McMullen, 1996). We also include big 4 auditor as a control variable, because auditing 
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by big accounting firms may lead to lower earnings management (e.g., Becker, DeFond, 

Jiambalvo, and Subramanyam, 1998). The ADR dummy is included to measure the 

quality of financial transparency. The debt ratio (total debt to total assets ratio) is a proxy 

for a firm's financial risk and more monitoring from debt holders. The natural log of total 

assets in Korean won measures firm size: larger firms tend to have more stable and 

predictable operations hence less earnings management (Dechow and Dichev, 2002).  

Firm age is included because, as a firm ages, it arguably may become more complex and 

experience more agency problems (Denis and Sarin, 1999; Mak and Li, 2001). Dummy 

variables are also included for year and industry. Table 1.2 provides a list of all variables 

used in empirical work. 

Descriptive statistics of the variables used in our analysis are presented in Table 

1.3. In this table, we compare differences of means and medians for each variable 

between the 30 largest business group firms and unmatched non-group firms, as well as 

non-group firms matched by industry and size one-on-one matching without replacement. 

The mean of the total discretionary accruals, as measured by Jones (1991) model 

modified by Dechow et al. (1995), shows no significant differences between the top 30 

largest group firms and non-group firms in the unmatched or matched control sample. 

The median of the total discretionary accruals for group firms is also no different 

statistically from that of matched non-group firms, although it is higher compared to 

unmatched non-group firms. For real earnings management, the abnormal operating cash 

flow is higher in absolute values for group firms than matched non-group firms.  

Table 1.4 presents the Pearson correlations between dependent variables (total 

discretionary accruals, abnormal operating cash flows, abnormal product costs and
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Table 1.2 

Description of empirical variables. 

 

Group-related variables 

   Group A dummy variable to indicate whether a firm belongs to one of the 30 largest business 

groups in South Korea. The Korea Fair Trade Commission (KFTC) updates the list of the 

30 largest business groups annually. Alternative group definitions will be used as a 

robustness test later. 

   Group ranking The natural log of the ranking of the largest 30 business groups, as per the annual ranking 

by the KFTC. High rank number means low reputation. 

   Group diversification 1 - Herfindahl index of the degree of industrial diversification of the business group with 

which a firm is affiliated.  

   Group media  

      coverage 

The natural log of the number of articles about the business group, which a firm belongs 

to, in the Maeil Kyungje newspaper each year. 

   Ownership disparity 

 

   Analysts - group 

The disparity between control ownership and cash flow ownership of the controlling 

shareholder in a group firm.  

Natural log of the number of analysts covering group firms. 

Accrual-based earnings management 

   Total discretionary  

      accruals 

Absolute value of total discretionary accruals as calculated by Jones model (1991) 

modified by Dechow, Sloan, & Sweeney (1995). Details for calculating the total 

discretionary accruals are provided in Section 3.1. 

   Performance adjusted  

      current  accruals 

Absolute value of performance-adjusted current discretionary accruals (PACDA) as 

suggested by Kotari, Leone, and Wasley (2005). Details for calculating the PACDA are 

provided in Section 1.3. 

Real earnings management 

   Abnormal operating  

      cash flows 

Absolute value of abnormal operating cash flows is estimated using the model developed 

by Dechow, Kothari, and Watts (1998) and implemented by Roychowdhury (2006). 

Details for calculating the abnormal operating cash flows are provided in Section 1.3. 

   Abnormal product     

      costs 

Absolute value of abnormal product costs is estimated using the model developed by 

Dechow et al. (1998) and implemented by Roychowdhury (2006). Details for calculating 

the abnormal product costs are provided in Section 1.3. 

   Abnormal   

      discretionary   

      expenses 

Absolute value of abnormal discretionary expenses is estimated using the model 

developed by Dechow et al.(1998) and implemented by Roychowdhury(2006). 

Discretionary expenses include advertising, research and development(R&D), selling, 

general, and administrative (SG&A) expenses. Details for calculating the abnormal 

discretionary expenses are provided in Section 1.3. 

Firm-specific variables 

   Family ownership The percentage of common equity ownership held by the largest shareholder family.  

   Family A dummy variable to indicate whether the family ownership percentage exceeds 10%. 

   Institutional  

      ownership 

The percentage of common equity ownership held by commercial banks and other 

financial institutions or institutional investors. 

   Audit committee A dummy variable to indicate whether a firm has an audit committee on its board. 

   Big 4 auditor A dummy variable to indicate whether a firm's auditor is one of the Big 4 auditors in 

South Korea. 

   ADR A dummy variable to indicate whether a firm has issued an American or global 

depository receipt. 

   Firm age The number of years since a firm's founding date. 

   Firm size The natural log of the total assets of a firm in South Korean won. 

   Debt ratio The ratio of total debts to total assets of a firm. 

   Current ratio The ratio of current assets to current liabilities of a firm. 

   Export ratio The ratio of exports to total sales of a firm. 

   R&D intensity The ratio of the research and development expenditures to total sales of a firm. 

   Dividend yield The ratio of the annual dividend per share to the price of a share of a firm. 

   Tobin's Q industry- 

      adjusted 

A firm's Tobin's Q minus the median Tobin's Q of the industry to which the firm belongs. 

Tobin's Q is the sum of the market value of common stock, the book value of preferred 

stock and total debts, divided by the book value of total assets. 

 

(Continues) 
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Table 1.2 (Continued)  

   ROA The ratio of earnings before interest, tax, depreciation, and amortization (EBITDA) to 

total assets. 

   Turnover The ratio of trading volume to market capitalization of a firm. 

Asian financial crisis and accounting reforms 

   Outside audit A dummy variable to indicate the period after the outside audits became mandated for 

firms with asset size over 7 billion won (1998-2007). 

   Combined financial  

      report 

A dummy variable to indicate the period after group firms were required to report 

combined financial reports (1999-2007). 

 

abnormal discretionary expenses) and other variables of interest in the regression. The 

correlations between group dummy and dependent variables are negative. The correlation 

between group dummy and group-characteristics variables tends to be high and 

significant. Therefore, we tested variance inflation factors in every model. The factors of 

independent variables and group variable in each model are around or below 2 and do not 

exceed 10, giving us a level of confidence in using independent firm variables and group 

variables in our models. For cases of strong correlations, we use them selectively in the 

model.  

 

1.5. Main empirical results 

We test the two competing hypothesis – agency hypothesis and reputation 

hypothesis – regarding the effect of group affiliation on earnings management. We first 

examine the group impacts on both accrual-based and real earnings management. We 

also examine whether there is variability between group and non-group firms in the 

choice between accrual-based and real earnings management. We then test whether group 

reputation factors can explain variations in the level of earnings management in group 

firms. We further investigate the extent to which group characteristics influence earnings 

management.
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Table 1.3 

Mean and median difference tests for descriptive variables. 

    This table reports the summary statistics for group firms, matched and unmatched non-group firms in South Korea from 1993 to 2007. Matching of group and non-

group firms was done by firm size and industry for each year. All firms are listed in Korea Stock Exchange (KSE). The total number of firm-year observations is 5,752. 

We also report the differences in mean and median for each variable. The variables are defined in Table 1.2.  *, **, and *** denote two-tail significance at 10%, 5%, and 

1%, respectively. 

 

  
Group firms  

(1) 
  

Unmatched 

non-group firms 

(2) 

  

Matched  

non-group firms 

(3) 

  Difference (1)-(2)   Difference (1)-(3) 

  Mean Median   Mean Median   Mean Median   Mean Median   Mean Median 

Accrual-based earnings management                            

  Total discretionary accruals 0.047 0.040 
 

0.049 0.033 
 

0.047 0.039 
 

-0.002 0.007*** 
 

0.001 0.001 

Real earnings management 
              

  Abnormal operating cash flows 0.059 0.044 
 

0.059 0.046 
 

0.056 0.045 
 

0.000 -0.002 
 

0.004* 0.000 

  Abnormal product costs 0.083 0.060 
 

0.094 0.065 
 

0.088 0.060 
 

-0.011*** -0.005*** 
 

-0.004 0.000 

  Abnormal discretionary   

     expenses 

0.067 0.044  0.079 0.051  0.075 0.044  -0.012*** -0.007***  -0.007* 0.000 

Firm specific variables 
              

  Family ownership 0.108 0.037 
 

0.345 0.337 
 

0.308 0.300 
 

-0.236*** -0.300*** 
 

-0.220*** -0.263*** 

  Ownership disparity 0.213 0.186 
 

0.060 0.000 
 

0.026 0.000 
 

0.201*** 0.186*** 
 

0.187*** 1.186*** 

  Institutional ownership 0.096 0.053 
 

0.060 0.006 
 

0.080 0.028 
 

0.036*** 0.047*** 
 

0.015*** 0.025*** 

  Firm age 33.46 33.00 
 

33.43 32.00 
 

36.79 36.00 
 

0.027 1.000 
 

-3.332*** -3.000*** 

  Firm size 27.92 27.94 
 

25.79 25.68 
 

26.93 26.82 
 

2.131*** 2.255*** 
 

0.998*** 1.117*** 

  Debt ratio 0.607 0.627 
 

0.507 0.509 
 

0.561 0.580 
 

0.099*** 0.118*** 
 

0.045*** 0.048*** 

  Current ratio 1.117 0.980 
 

1.840 1.393 
 

1.468 1.198 
 

-0.723*** -0.413*** 
 

-0.350*** -0.218*** 

  Export ratio 0.331 0.275 
 

0.262 0.120 
 

0.258 0.094 
 

0.069*** 0.115*** 
 

0.073*** 0.181*** 

  R&D intensity 0.009 0.003 
 

0.007 0.001 
 

0.008 0.001 
 

0.003*** 0.002*** 
 

0.002** 0.001*** 

  Dividend yield 0.021 0.015 
 

0.022 0.015 
 

0.022 0.016 
 

-0.001 0.000 
 

-0.001 -0.001 

  Tobin's Q industry-adjusted 0.046 -0.008 
 

-0.036 -0.059 
 

-0.032 -0.052 
 

0.082*** 0.051*** 
 

0.079*** 0.045*** 

  ROA 0.068 0.058 
 

0.056 0.052 
 

0.059 0.056 
 

0.012** 0.006*** 
 

0.009** 0.002*** 

N 1,146 
  

4,606 
  

1,137 
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Table 1.4 

Pearson correlation coefficients. 

    This table reports the correlation matrix of accrual-based and real earnings management variables along with group-

related variables. The variables are defined in Table 1.2. 

 

  (1) (2) (3) (4) (5) (6) (7) (8) 

(1) Total discretionary accruals 1.00                 

(2) Abnormal operating cash flows 0.06 1.00             

(3) Abnormal product costs 0.00 0.03 1.00           

(4) Abnormal discretionary expenses 0.04 0.14 0.68 1.00         

(5) Group -0.00 0.00 -0.05 -0.05 1.00       

(6) Ownership disparity -0.01 -0.00 -0.03 -0.03 0.60 1.00     

(7) Group diversification -0.06 -0.03 0.04 0.03 -0.56 -0.57 1.00   

(8) Family -0.06 -0.02 0.06 0.02 -0.27 -0.29 0.38 1.00 

 

1.5.1. Discretional accruals management  

We test the impact of business group structure on earnings management using a 

total discretionary accruals measure due to Jones (1991) and modified by Dechow et al. 

(1995). The regressions use a total of 2,290 firm-year observations, consisting of a 

sample of the 30 largest group firms and a matched non-group control sample based on 

industry-size one-to-one matching without replacement, for the period of 1993 – 2007. 

Later we will examine the impact of the alternative matching based on propensity scoring.  

Table 1.5 presents results on both accrual-based and real earnings management. 

All regressions in the table include control variables (audit committee, institutional 

ownership, ADR dummy, firm age, Big 4 auditor firm size, and debt ratio), industry and 

year dummies, and a constant. These variables are common across all tables (except in 

difference-in-difference models which do not have year dummies). The statistical 

significance of the coefficients is based on the White heteroscedasticity-consistent 

standard errors for all regressions throughout the paper.  
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Table 1.5  

Impact of business group affiliation on accrual-based and real earnings management. 

    This table presents panel regression results of earnings management measures on business group affiliation. The 

dependent variable for accrual-based earnings management measure is total discretionary accruals as measured by the 

Jones model (1991) modified by Dechow et al. (1995). The dependent variables for real earnings management 

measures are absolute values of abnormal operating cash flows, abnormal product costs, and abnormal discretionary 

expenses, respectively (details for calculating earnings management measures are presented in Section 3). All 

regressions include audit committee, institutional ownership, ADR, firm age, Big 4 auditor, firm size, debt ratio, and 

intercept, and are controlled for year and industry fixed effects. All independent variables are defined in Table 1.2. The 

sample period is from 1993 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail 

significance at 10%, 5%, and 1%, respectively. 

 

  

Total  

discretionary 

accruals 

Abnormal 

operating cash 

flows 

Abnormal 

product costs 

Abnormal 

discretionary 

expenses 

Group -0.004* 0.001 -0.012*** -0.014*** 

  (-1.84) (0.29) (-2.94) (-3.09) 

Audit committee -0.004 -0.003 0.005 0.008 

  (-1.56) (-0.83) (0.86) (1.50) 

Institutional ownership -0.001 -0.020** -0.054*** -0.023* 

  (-0.10) (-2.04) (-3.91) (-1.80) 

ADR 0.010** 0.021*** 0.062*** 0.049*** 

  (2.21) (3.95) (5.95) (4.10) 

Firm age -0.001*** -0.000** -0.001*** -0.001*** 

  (-7.71) (-2.05) (-6.27) (-4.20) 

Big 4 auditor -0.006** 0.002 -0.003 0.002 

  (-2.02) (0.47) (-0.54) (0.37) 

Firm size 0.004*** 0.000 -0.001 -0.002 

  (4.17) (0.06) (-0.74) (-0.82) 

Debt ratio -0.015** 0.023*** 0.007 0.017 

  (-2.18) (3.06) (0.56) (1.43) 

Industry dummies  yes yes yes yes 

Year dummies  yes yes yes yes 

Intercept yes yes yes yes 

N 2,290 2,283 2,165 2,283 

Adjusted R2 0.110 0.074 0.237 0.235 

 

 

Column 1 tests the impact of group. Hypotheses 1a and 1b test whether business 

group affiliation increases or mitigate earnings management. The negative and 

statistically significant coefficient of the group affiliation dummy provides a support for 

the reputation hypothesis, H1.1b, and a rejection of the agency hypothesis, H1.1a. That is, 

the results show that group affiliation mitigates accrual-based earnings management 

because of controlling family’s concern on group reputation, suggesting that reputational 

costs at the group level may override the agency explanations based on the conflict 
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between group controlling insiders and firm-level outside stockholders as well as the cost 

of information asymmetry due to organizational and governance complications. That is, 

group firms engage in less earnings management than non-group firms because of 

reputational concerns. However, it could also be that group controlling insiders have 

other tools than accrual-based earnings management to mask true earnings. One such tool 

is management of real earnings, which will be examined in the next subsection.  

Kim and Yi (2006) report that accrual management is higher for group firms than 

non-group firms in Korea, supporting the agency hypothesis. The main difference 

between theirs and our study is the sample period. They study the period of 1992–2000, 

while we cover the period of 1993-2007. There has been a series of corporate accounting 

and governance reforms during 1999-2002 in the aftermath of the Asian financial crisis 

(1997-98). Because of greater transparency in the post-reform period, the cost of being 

detected of a misdemeanor may be higher compared to the pre-reform era, and more so 

for group firms than non-group firms. This reduces the tendency for group firms to 

engage in earnings management compared to non-group firms. We suspect that the Kim-

Yi results largely reflect group practices in the pre-reform era where the reputational 

costs were lower such that the agency hypothesis was more dominant.
7
 We will examine 

the effects of corporate reforms and the alternative discretionary accrual measure later, in 

a subsection and in the Appendix A, respectively.  

 

 

                                                           
7
 We check our result with the Kim and Yi (2006) performance adjusted models and find identical results 

with our main results.  
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1.5.2. Real earnings management 

We now present the regression results of three real earnings management 

measures – abnormal operating cash flows, abnormal product costs, and abnormal 

discretionary expenses – all in absolute values. Columns 2-4 in Table 1.5 show that group 

affiliation has a negative and statistically significant impact on abnormal product cost 

management and abnormal discretionary expenses management. In parallel with accrual 

management, this result with respect to real earnings management also supports 

hypothesis 1b for reputation hypothesis.  

Aflatooni and Nikbakht (2009) argue that real earnings management is a 

manipulation of resources that could be used to assist future competitiveness. Gunny 

(2005) shows that real earnings management has a negative effect on future firm 

performance. If one takes these at their face values, one can take the present result (that 

group affiliation reduces real earnings management) to suggest that group firms may be 

more long-term oriented than non-group firms. However, to the extent that long-term 

orientation signals positive reputational values, we can also infer that the perception of 

long-term orientation is but one aspect of reputation concerns by group-controlling 

owners.  

Zang (2006) argues that real earnings management and accrual-based earnings 

management are generally substitutes for each other. Our results that the impacts of 

business groups on real earnings management and accrual-based earnings management 

are uni-directional indicate a complementariness of the two earnings management 

schemes as they relate to business groups. They are also similar in that both support the 

reputation hypothesis – group affiliation reduces earnings management of either type. 



29 
 

However, there is still a question of which of the two earnings management methods are 

used more by group firms compared to non-group firms. We will turn to this in the next 

sub-section.  

1.5.3. Choice of accrual-based vs. real earnings management 

Economically, preliminary perusal of the magnitudes of the coefficients of group 

affiliation in accruals management versus the two real earnings management methods 

that are statistically significant (abnormal production cost and abnormal discretionary 

expenses) in Table 1.5 shows that the latter has greater absolute magnitudes of the 

coefficients than the former. This provides a preliminary look into the relative importance 

of the two earnings management methods in group firms vis-à-vis non-group firms. In 

this subsection, we wish to examine this issue of choice in more detail. 

In Table 1.6, we perform seemingly unrelated regressions (SUR) due to Zellner 

(1962) to test which coefficient of the group variable is more significant in the four 

different regression models corresponding to different earnings management methods. 

SUR estimates four regression equations simultaneously taking into account the cross-

equation residual correlations. The coefficients of group affiliation are statistically 

significant and negative in three of the four regressions in Table 1.6, confirming the panel 

regression results in Table 1.5. Absolute abnormal total discretionary accruals, absolute 

abnormal product costs, and absolute abnormal discretionary expenses all show 

significant and negative signs. However, the coefficients of group affiliation in the two 

real earnings management models are economically more significant (i.e., greater in 

absolute values) than those in the accrual-based earnings management model. This is 

supportive of hypothesis 2, which predicts that group firms are more sensitive
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Table 1.6 

Accrual-based earnings management vs. real earnings management in group firms: Seemingly unrelated 

regressions. 

     This table reports the results of seemingly unrelated regressions (Zellner, 1962) to examine the varying impacts of 

group on accrual-based and real earnings management variables. The dependent variables are accrual-based or real 

earnings management variables, as discussed in Section 3 of the text. All regressions include audit committee, 

institutional ownership, ADR, firm age, Big 4 auditor, firm size, debt ratio, and intercept, and are controlled for year 

and industry fixed effects. All independent variables are defined in Table 1.2. The sample period is from 1993 to 2007.  

The t-statistics are shown in parenthesis. *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

  

Total  

discretionary 

accruals 

Abnormal 

operating cash flows 

Abnormal 

product costs 

Abnormal 

discretionary 

expenses 

Group -0.005** 0.001 -0.012*** -0.014*** 

  (-2.57) (0.45) (-3.05) (-3.15) 

Control variables  yes yes yes yes 

Industry dummies  yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 2,290 2,283 2,165 2,283 

Adjusted R2 0.110 0.074 0.237 0.235 

 

 

to real earnings management than to accrual-based earnings management – this indicates 

that, to the extent that the reputation hypothesis holds as it was shown in previous 

subsections, group firms engage in less real earnings management than accrual 

management due to higher expected reputational costs associated with real earnings 

management. 

Graham, Harvey, and Rajgopal (2005) document that managers prefer real 

activity manipulations to discretionary accrual manipulations. Cohen and Zarowin (2010) 

suggest two reasons why executives may prefer real earnings management to accrual-

based earnings management. First, accrual-based earnings management is easier for 

auditors to detect or for regulatory scrutiny to uncover than real earnings management. 

Second, there is a limit to what discretionary accruals management can achieve; if 

earnings are too low, accrual management may not be able to raise it sufficiently to meet 

earnings expectations. These are general arguments in favor of real earnings management. 
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In this paper, we advance a notion that group firms may be conscious of group 

reputations, and that group reputation suffers more because of a higher probability of 

public examination of group firms due to high visibility and because of higher group-

wide reputation costs which are larger when real management manipulations are detected 

by group firms than when accruals management is uncovered.  

The expected value of reputational costs is a product of the probability of 

opportunistic behavior being detected and the resulting reputational costs. Because high 

visibility of groups increases the probability of being detected, group firms must expect 

higher reputation costs in the event that a misdemeanor is detected. In such situation, 

there is an incentive for group firms to engage in less real earnings management than 

accruals management, and we have evidence to back this. 

1.5.4. Group reputation proxies 

While the group affiliation dummy used above undoubtedly contains information 

about group reputation, some may consider it to be too parsimonious. In this subsection, 

we use additional measures of group reputations such as group rankings, group media 

coverage, and natural log of the number of analysts following group firms. Group 

rankings are announced annually by the KFTC based on group total assets. We collect 

data on group media coverage from the website of Maeil Kyungje, the most-widely read 

business newspaper in Korea. We search for group names each year, and we counted the 

number of articles citing that group. Analyst followings for each group firms are 

aggregated to produce average group coverage. These three measures are correlated with 

each other since bigger group generally have higher media or analyst coverage, so we use 

them alternatively in regressions. However, we must be cautious in interpreting these 
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numbers because, similar to other citation-based variables, citations may also indicate 

groups with scandals rather than groups with positive reputation.  

In Table 1.7, the relation between group rankings and the levels of earnings 

management is positive and significant in three (abnormal total discretionary accruals, 

abnormal cash flows, and abnormal product costs) of the four earnings management 

models. Since high number means low ranking or low reputation, this means that more 

reputable group firms would engage in less earnings management than less reputable 

group firms. This lends further support to the reputation hypothesis: high group ranking 

may mean high visibility, which also implies that group firms would do less earning 

management than non-group firms (since group affiliation is indicative of reputation). 

This is also true for both accrual-based and real earnings management.  

Another proxy for group reputation is group media coverage. Miller (2006) 

discusses the role of the media as a watchdog for accounting fraud. High group visibility 

attracts media attention, which may constrain the firm from engaging in aggressive 

earnings manipulations. The results in Table 1.7 confirm that the group media coverage 

reduces the level of earnings management, especially one related to product costs. This 

lends further support for the reputation hypothesis. Lastly, the number of analysts 

following group firms reduces the use of accrual-based earnings management by group 

firms compared to non-group firms, which is also consistent with the reputation 

hypothesis. 

1.5.5. Group characteristics 

Common characteristics of business groups include at least three dimensions: (1) 

with the exception of the Japanese keiretsu firms, most groups are controlled by families, 
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Table 1.7 

Impact of group reputation:  group ranking and media coverage. 

    This table reports the regression results of earnings management measures on group ranking, group media coverage, and the number of analysts covering the group firms. The 

samples are the firms affiliated with the 30 largest groups in South Korea each year. The sample period is from 2000 to 2007. The dependent variables are accrual-based or real 

earnings management variables, as discussed in Section 3 of the text. All regressions include audit committee, institutional ownership, ADR, firm age, Big 4 auditor, firm size, debt 

ratio, and intercept, and are controlled for year and industry fixed effects. All independent variables are defined in Table 1.2. The t-statistics are shown in parenthesis.  *, **, and 

*** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

  

Total  

discretionary accruals   

Abnormal  

operating cash flows   

Abnormal  

product costs   

Abnormal  

discretionary expenses 

  (1) (2) (3)   (4) (5) (6)   (7) (8) (9)   (10) (11) (12) 

Group ranking 0.005*** 

   

0.006** 

   

0.009*** 

   

-0.003 

    (3.10)    (2.26)    (2.90)    (-0.99)   

Group media coverage 

 

-0.002 

   

-0.002 

   

-0.008*** 

   

0.002 

    (-1.38)    (-1.14)    (-2.72)    (0.70)  

Analysts - group 

  

-0.007** 

   

-0.004 

   

0.004 

   

0.006 

    (-2.26)    (-0.89)    (0.64)    (0.80) 

Control variables yes yes Yes 
 

yes yes yes 
 

yes yes yes 
 

yes yes yes 

Industry dummies yes yes Yes 
 

yes yes yes 
 

yes yes yes 
 

yes yes yes 

Year dummies yes yes Yes 
 

yes yes yes 
 

yes yes yes 
 

yes yes yes 

Intercept yes yes Yes 
 

yes yes yes 
 

yes yes yes 
 

yes yes yes 

N 653 631 645 
 

653 631 645 
 

648 626 639 
 

653 631 645 

Adjusted R2 0.237 0.224 0.192 
 

0.128 0.131 0.109 
 

0.426 0.391 0.390 
 

0.442 0.411 0.429 
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(2) most groups have pyramidal or circular ownership structure which produces a 

disparity between control and ownership, i.e., the degree of family control of group firms 

is larger than its cash flow ownership would indicate, and (3) most groups are diversified 

across industries and/or geographically. In this subsection, we examine the implications 

of each of these characteristics for earnings management. 

1.5.5.1 Group versus family  

Most existing work in the finance, accounting and strategy literature regards 

group and family firms almost interchangeably. It is either assumed that all group firms 

are controlled by families, or family firms are discussed without recognizing that many 

family firms are associated with groups. In Japan, thanks to General McArthur’s reform, 

virtually no family controls groups. In Korea, most large groups are associated with 

controlling families, but there are also significant numbers of non-group family firms as 

well as non-family firms.   

Table 1.8 presents a breakdown of total firm observations into group, family, and 

combinations. We use a common classification rule in Korea that family firms have 10% 

or more in terms of controlling equity ownership taking into account the pyramidal 

ownership structure. Panel A shows that 80% of total unmatched group and non-group 

firm-year observations (5,916) are family firms (4,795), while only 19.4% are group 

firms (1,148). Similarly, of the total family firm observations (4,795), only 8.7% are 

group firms (415). These show a wide disparity between group and family firms. 

However, this does not mean that the majority of group firms is not controlled by families, 

because the group itself is control by families. The list of the 30 largest groups in 2007 in
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Table 1.8 

Group affiliation and family ownership. 

 

Panel A: The numbers of group and family firms 

    This table presents a breakdown of total firm-year observations into group family firms, group non-family firms, 

non-group family firms, and non-group non-family firms. The family firm is a firm with higher than 10% of controlling 

family ownership. The group firm is a firm affiliated with one of the 30 largest business groups according to KFTC 

classifications. 

  

Panel B: Group-level ownership and control-ownership disparity as of the end of 2007 for 30 largest groups. Source: 

KFTC. 

Group name Controlling shareholder 
Type of 

control 

Controlling 

shareholder 

ownership 

(%) 

Group level 

ownership 

disparity (%) 

Total 

control  

(%) 

Samsung Lee, Gun Hee Family 3.55 25.19 28.74 

Hyndai Motor Jung, Mong Goo Family 6.45 30.65 37.10 

SK Choi, Tae Won Family 2.47 36.07 38.54 

LG Koo, Bon Moo Family 5.69 32.86 38.55 

Lotte Shin, Gyuk Ho Family 13.28 38.52 51.8 

Posco National Pension Service Institutional 11.60 3.05 14.65 

KT National Pension Service Institutional 19.68 0.51 20.19 

GS Huh, Chang Soo Family 17.99 32.40 50.39 

Kumho Asiana Park, Sam Goo Family 8.14 38.72 46.86 

Hanjin Cho, Yang Ho Family 9.89 22.45 32.34 

Hyundai Heavy Industry Jung, Mong Joon Family 10.19 23.14 33.33 

Hanhwa Kim, Seung Yun Family 4.92 48.56 53.48 

Doosan Park, Yong Gon Family 5.96 50.04 56.00 

Hynix Korea Exchange Bank Institutional 0.43 0.03 0.46 

Sinsege Lee, Myung Hee Family 18.67 29.04 47.71 

LS Koo, Tae Hwoi Family 19.46 28.82 48.28 

Hyundai Hyun, Jung Eun Family 4.12 21.87 25.99 

Dongbu Kim, Joon Gi Family 17.37 40.18 57.55 

CJ Lee, Jae Hyun Family 11.29 42.81 54.10 

Daerim Lee, Joon Yong Family 12.78 29.86 42.64 

GM Daewoo GM Institutional 0.00 0.00 0.00 

Daewoo Ship Building Industrial Bank of Korea Institutional 4.05 0.22 4.27 

STX Kang, Duk Soo Family 3.64 44.42 48.06 

Dongkookjegang Chang, Se Joo Family 19.00 25.71 44.71 

Eland Park, Sung Soo Family 25.57 56.02  81.59 

Hyundai Department  Jung, Ji Sun Family 16.27 40.90 57.17 

Kolon Lee, Woong Ryul Family 7.31 48.60 55.91  

Donyang Hyun, Jae Hyun Family 3.90 57.72 61.62 

KCC Jung, Sang Young Family 41.50 7.73 49.23 

Hite Beer Park, Moon Duk Family 23.86 22.04 45.90 

* Korea Exchange Bank controls Hynix’s CEO and board as its position as the largest creditor and the chair of creditor 

consortium. In the same way, Industrial Bank of Korea controls Daewoo Ship Building. 

 

 

  All firms Group firms 

Unmatched non-group 

firms 

Matched non-group 

firms 

Family firms 4,795  415  4,380  1,004  

Non-family firms 1,121  733  388  138  

N 5,916  1,148  4,768  1,142  
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Table  1.8 (Continued) 

Panel C: Firm level ownership and control-ownership disparity of the largest group firms in the 5 largest groups as of the end of 2007. Source: KFTC. 

Group firm name 
Type of  

control 

Largest  

shareholder 

(ownership) 

Type of largest 

Shareholder 

Family 

ownership (%) 

Family  

control 

(%) 

Ownership 

disparity 

(%) 

Samsung   Electronics  Family Citibank N.A (7.2%) Foreign institution 3.78 19.56 15.78 

Hyundai Motor Family Hyundai Mobis(15.0%) Holding company 5.48 27.52 22.04 

SK Telecom Family Citibank ADR(30.0%) ADR 0.00 25.81 25.81 

LG Electronics Family LG corporation (31.1%) Holding company 0.00 35.02 35.02 

Lotte Shopping Family Shin, Dong Bin (14.6%) Family member 31.17 68.86 37.69 
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Panel B shows that all but five groups are controlled by families. Two of the non-family 

groups are government enterprises that have been privatized with wide shareholder base. 

The other three groups were split from their parent groups because of financial failures 

during and after the Asian financial crisis, and have been controlled by main banks and 

creditors (GM Daewoo was sold to GM in 2001).  

The earnings management literature of family firms without group affiliation 

focus on the changing nature of agency relationships – the agency conflicts between 

controlling family and minority investors increase while the agency conflicts between 

managers and shareholders decrease in a family firm. Balancing of these two agency 

problems determines differences in earnings management between family firms and non-

family firms.  

However, there are opposing views on the value of family firms, which have 

spillovers into earnings management. Using U.S. firm data, Anderson and Reeb (2003) 

argue that family firms create values. Controlling families would monitor a manager’s 

behavior diligently because their personal portfolio has high concentration with the firm 

or because families usually have high concerns on the firm’s reputation and long-term 

values. As it relates to earnings management, the family’s incentive to monitor means 

that family firms are less likely to engage in opportunistic earnings management than 

non-family firms. Also to the extent that the family has more long-term earnings goals 

than does the manager, they may also suppress intertemporal earnings management by 

the manager. This view of earnings management is primarily supported by studies in the 

U.S. market where corporate governance mechanisms are well developed (Ali, Chen, and 

Radhakrishnan, 2007; Wang, 2006).  
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On the other hand, in countries with weak investor protections and less developed 

financial markets, the controlling families are more likely to expropriate minority 

shareholders and increase overall agency problems because of a sharp conflict between 

the controlling family and minority investors. Fan and Wong (2002) find that 

concentrated ownership, mostly family ownership, is related to low informative earnings 

because the controlling owners have the incentive and ability to manage earnings for 

value expropriation or to report uninformative earnings to reduce a chance of detection of 

their expropriations. Leuz, Nanda and Wysocki (2003) argue that, in countries that have 

weak investor protections, controlling family insiders may have a desire to "mask true 

firm performance and to conceal their private control benefits from outsiders" (p.506). 

Gopalan and Jayaraman (2012), using family firm data from 22 countries, also document 

that insider-controlled firms are associated with more earnings management than firms 

not controlled by insiders. The implication is that earnings management is likely to be 

greater for a firm controlled by controlling insiders, and this implication is directly 

transferable to group firms.   

Table 1.9 shows the impact of group characteristics on earnings management. The 

results show that group dummies are significant and negative for accrual management 

and for two out of the three real earnings management categories, lending further support 

to the reputation hypothesis, H1.1b. Moreover, the group × family interaction terms are 

statistically insignificant for accrual management but are significant and negative for two 

of the three real earnings management categories (abnormal product costs and abnormal 

discretionary expenses). This suggests that group-controlling family insiders do
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Table 1.9 

Impacts of group characteristics. 

    This table presents regression results of earnings management measures on group characteristic variables as well as 

group affiliation dummy. The dependent variables are accrual-based or real earnings management variables, as 

discussed in Section 3 of the text. All regressions include audit committee, institutional ownership, ADR, firm age, Big 

4 auditor, firm size, debt ratio, and intercept, and are controlled for year and industry fixed effects. The t-statistics are 

shown in parenthesis.  *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. F-values are given 

for the overall group impact from the null: group×(1+ownership disparity+family)=0; similarly the overall family 

impact is computed by: family× (1+group)=0.  

 

  Total discretionary accruals   Abnormal operating cash flows 

  (1) (2) (3)   (4) (5) (6) 

Group -0.00 -0.01** -0.00   0.00 -0.00 0.01 

  (-0.99) (-2.00) (-1.03)   (0.49) (-0.64) (1.57) 

Group × ownership disparity -0.01       -0.00     

  (-0.79)       (-0.48)     

Group × family   0.01       0.00   

    (1.55)       (0.70)   

Group diversification     -0.00       -0.01** 

      (-1.06)       (-2.37) 

Family    -0.00       -0.01   

 

  (-0.96)       (-1.09)   

Control variables yes yes yes   yes yes yes 

Industry dummies yes yes yes   yes yes yes 

Year dummies yes yes yes   yes yes yes 

Intercept yes yes yes   yes yes yes 

F-value for overall group impact 2.45 0.11 3.97**   0.14 0.08 4.09** 

F-value for overall family impact   1.40       0.89   

N 2,284 2,290 2,290   2,277 2,283 2,283 

Adjusted R2 0.11 0.11 0.11   0.07 0.07 0.08 

  Abnormal product costs   Abnormal discretionary expenses 

  (7) (8) (9)   (10) (11) (12) 

Group -0.01** 0.00 -0.01***   -0.02*** 0.01 -0.02*** 

  (-2.16) (0.11) (-3.13)   (-3.15) (1.46) (-4.30) 

Group × ownership disparity -0.01       0.01     

  (-0.61)       (0.69)     

Group × family   -0.02**       -0.03***   

    (-2.03)       (-3.68)   

Group diversification     0.01       0.01 

      (0.76)       (1.47) 

Family    0.01*       0.02***   

    (1.78)       (3.14)   

Control variables yes yes yes   yes yes yes 

Industry dummies yes yes yes   yes yes yes 

Year dummies yes yes yes   yes yes yes 

Intercept yes yes yes   yes yes yes 

F-value for overall group impact 3.64* 9.77*** 1.06   0.97 14.6*** 0.39 

F-value for overall family impact   0.91       6.23**   

N 2,160 2,165 2,165   2,277 2,283 2,283 

Adjusted R2 0.24 0.24 0.24   0.24 0.24 0.24 

 

 

mitigate real earnings management because of their concerns on group reputation. 

However, family firm variable itself is positive and significant for the same two 
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categories of real earnings management, showing the difference for family firms as 

opposed to family-controlled group firms.    

These are remarkable results. The results here indicate that group firms have a 

lower accrual-based and real earnings management than non-group firms. However, 

(non-group) family firms have a higher real earnings management than non-family firms 

(their accrual management behaviors are statistically undetectable). From the interaction 

terms, we find that group firms controlled by families show a lower real earnings 

management while their accrual managements are statistically undetectable. It is also 

noteworthy that, if one equates high earnings management as bad and low earnings 

management as good, the results in Korea, where indigenous legal and institutional 

infrastructure is generally regarded as insufficient, show that family firms are bad but 

group firms (including the ones controlled by families) are generally good. So family and 

group are not the same – this is in contrast to the general tendency in existing work where 

these two tend to be discussed interchangeably. 

1.5.5.2 Control-ownership disparity 

Another important characteristic of business groups is the pyramidal or circular 

ownership structure, which produces a disparity between control and cash flow 

ownership. As a result, group controlling insiders exercise control over group firms in 

excess of the percentage of their cash flow ownership, which leads to tunneling of 

corporate resources for private benefits or otherwise unwarranted influence in major 

corporate decisions by the controlling insiders. Fan and Wong (2002) report lower 

earnings informativeness in firms with concentrated ownership and high ownership 

disparity in seven East Asian economies. Haw, Hu, Hwang, and Wu (2004) and Gopalan 
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and Jayaraman (2012) report a positive relation between ownership disparity and 

earnings management in weak investor protection countries. None of these studies, 

however, consider the impacts of groups.  

Table 1.9 shows that the effects of group × ownership disparity interaction terms 

are statistically insignificant. Existing work shows that earnings management is higher in 

family firms than in non-family firms in order to mask possible wealth expropriations 

(e.g., Leuz, Nanda and Wysocki, 2003; Gopalan and Jayaraman, 2012). Since high 

ownership disparity for group firms makes wealth expropriation by controlling family 

easier but recognition of such perception by group insiders may actually reduce wealth 

expropriations, implying less opportunistic earnings management given their concerns on 

group reputation. In pure family firms, higher ownership control is known to relate to 

higher earnings management because of an agency problem between controlling family 

and minority shareholders. The results here, however, show that family-controlled group 

firms may actually do less earnings management if the control-ownership disparity is 

high. Our conjecture is that the group-controlling family may sense that high visibility of 

group firms may have a greater probability of detection and may decide not to pursue 

opportunistic earnings management in high ownership disparity firms. Ownership 

disparity data are made available to the public by OPNI, and this may create an 

impression that firms with high ownership disparity may receive extra scrutiny for any 

demeanor by the media and regulatory authority.  
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1.5.5.3 Group diversification 

Jiraporn, Kim and Mathur (2008) report that corporate industrial diversification 

leads to mitigation of earnings management for U.S. conglomerate firms. The explanation 

they offer is offsetting of earnings across divisions: earnings decrease on one division can 

be offset by earnings increase in another division given the imperfect correlation of 

divisional earnings.  

This, however, may not be directly applicable to business groups. Unlike 

conglomerates, business groups are collections of individual firms and direct offsetting of 

earnings across affiliated firms is not legally allowed. Rather it is more likely that group 

firms use intra-group, inter-firm transactions to achieve earnings stability across group 

firms. These internal transactions, however, may result in earning distortions of 

individual firms, and secondary real earnings management may be needed to mitigate 

them. Moreover, diversified group firms may attempt to reduce earnings management in 

order to protect group reputations given the market perception that diversified firms may 

have a high probability of earnings transfers (reputation hypothesis). In addition, 

corporate industrial and geographic diversification arguably would yield complex 

organizational structures, creating information asymmetry – not only for outside investors 

but also for group insiders (information asymmetry hypothesis). This means that not only 

would outsiders have difficulty monitoring the opportunistic behaviors of controlling 

group insiders, but controlling owners may also have difficulty monitoring the 

opportunistic behavior of managers in each group firm. This is the worst-case scenario of 

the two-tiered agency problems, between controlling insiders and outside investors, and 

between owners and managers (Scharfstein and Stein, 2000). In this situation, individual 



43 
 

group firms may wish to engage in more earnings management to mask the private 

benefits of controlling families and insiders.   

The result in Table 1.9 shows that diversified group firms mitigate real earnings 

management, especially absolute abnormal operating cash flows. For other categories of 

real earnings management as well as discretionary accrual management, results are 

statistically insignificant. These results are consistent with the reputation hypothesis and 

at odds with the information asymmetry hypothesis. Alternatively, we acknowledge that 

the results are also consistent with the monitoring hypothesis based on the perceptions of 

outsiders rather than insiders: to the extent that outsiders perceive more agency problems 

for diversified groups, it may also lead to more intense monitoring and scrutiny by media 

and regulatory authorities. This, however, assumes the presence of sophisticated 

institutional investors and other market-based monitoring institutions.  

 

1.6. Robustness 

 In this section, we perform various robustness checks including alternative 

definition of groups, the impacts of the Asian financial crisis and of corporate accounting 

and governance reforms concerning auditing and consolidated financial statements. We 

also consider the impact of endogenous group affiliation. 

1.6.1. Alternative definition of groups  

Prior to 2002, the KFTC announced the list of the 30 largest business groups 

annually based on total group assets; the list is also used to select groups subject to close 

monitoring and scrutiny for their internal transactions, group-wide capital structures, etc. 

Since 2002, the KFTC has extended the list of groups subject to close monitoring based 
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on the healthiness of group capital structures. As a result, the number of groups in the 

KFTC rankings varies over time, and it is possible that some ranked groups earlier may 

drop from the list later or vice versa. Still, the list of the 30 largest business groups is 

commonly used in academic research on Korean corporate governance, and the Korean 

media still distinguishes 30 largest groups and the rest. In the main empirical analysis, we 

assume that a firm’s visibility – hence the reputation costs in the event that a 

misdemeanor is detected – is different depending on whether it is affiliated with the 30 

largest groups. In effect, we assume that firms affiliated to groups ranked 31 or lower 

have the same reputation costs as independent firms. 

As a robustness check, we use the extended list (30 groups in 2001 or before, 34 

groups in 2002, 49 groups in 2003, 51 groups in 2004, 55 groups in 2005, 59 groups in 

2006 and 2007) in Table 1.10 as an alternative definition of business groups. Group 

affiliation dummies are set at varying cutoffs over time. The result on accrual-based 

earnings management is striking. In contrast to the original 30 largest group dummy 

which was shown to reduce discretionary accruals manipulations, the coefficient of the 

extended group dummy is now positive and statistically significant (since high ranking 

numbers mean low visibility/reputation). From the two results we can infer that group 

firms with low visibility engage in more accrual-based earnings management or that 

group firms with high visibility engage in less accrual earnings management. The results 

on real earnings management are similar for the original 30 largest group versus the 

extended group dummies. Still, for the two real earnings management categories that 

show statistical significance for both group definitions, the coefficients are greater in 

absolute values for the original 30 largest group than for the extended groups, i.e., the 
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Table 1.10 

Alternative definition of business groups. 

    This table presents the impact of alternative definition of business groups. The sample period is from 1993 to 2007. The Korea Fair Trade Committee (KFTC) only announced 

the ranking of 30 largest groups from 1993 to 2001. However, from 2002 to 2007 the numbers of groups in the KFTC ranking vary every year (34 groups in 2002, 49 groups in 

2003, 51 groups in 2004, 55 groups in 2005, 59 groups in 2006, and 59 groups in 2007). We now use the alternative group variable, indicating 1 for a firm affiliated with business 

groups as determined by the KFTC in its annual ranking of varying numbers of groups each year (30 largest groups for 1993-2001 and varying numbers afterwards). For 

comparison, we use the original group ranking of 30 groups (indicated as Group30 in this table) throughout the period. All regressions include audit committee, institutional 

ownership, ADR, firm age, Big 4 auditor, firm size, debt ratio and intercept, and are controlled for year and industry fixed effects. All independent variables are as defined in Table 

1.2. The t-statistics are shown in parenthesis.  *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

  

Total  

discretionary accruals   

Abnormal 

operating cash flows   

Abnormal 

product costs   

Abnormal discretionary 

 expenses 

  (1) (2)   (3) (4)   (5) (6)   (7) (8) 

Group30 -0.004*     0.001 

  

-0.012*** 

  

-0.014*** 

   (-1.84)     (0.29) 

  

(-2.94) 

  

(-3.09) 

 Alternative group   0.010**   

 

0.003 

  

-0.010** 

  

-0.012** 

    (2.26)   

 

(1.37) 

  

(-2.21) 

  

(-2.07) 

Control variables  yes yes 

 

yes yes 

 

yes yes 

 

yes yes 

Industry dummies  yes yes 

 

yes yes 

 

yes yes 

 

yes yes 

Year dummies yes yes 

 

yes yes 

 

yes yes 

 

yes yes 

Intercept yes yes 

 

yes yes 

 

yes yes 

 

yes yes 

N 2,290 2,529 

 

2,283 2,513 

 

2,165 2,395 

 

2,283 2,513 

Adjusted R2 0.110 0.067 

 

0.074 0.071 

 

0.237 0.224 

 

0.235 0.234 
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more visible original 30 group firms reduce real earnings management more than less 

visible, smaller group firms. These results support the reputation hypotheses that more 

reputable firms engage in less earnings management of either kind. 

1.6.2. The Asian financial crisis 

In December 1997, the Asian financial crisis struck the South Korean economy. 

The Korean economy, which has been on a high growth path, plunged, producing 

thousands of bankruptcies and layoffs, as well as the bailout by the IMF in exchange for 

cutbacks and tight monetary and fiscal policies. While the causes of the financial crisis 

was multi-faceted, business groups and greedy owners were singled out as main culprits 

in popular media (Choi and Papaioannou, 2010). In the aftermath of the Asian financial 

crisis, several regulatory changes against business groups were mandated and efficient 

monitoring of business group firms became part of post-crisis policy priority. As a result, 

governmental monitoring agents and many nongovernmental organizations were 

established. For example, OPNI is a government agent created and operated by the KFTC, 

and Solidarity for Economic Reform is a good example of a non-government 

organization. Finally, authorities began the tightening of monitoring and regulation in the 

case of problematic opportunistic behaviors by business groups, using government 

influences on banks, tax audits, and with legal prosecution of members of controlling 

families. 

This change in public sentiment and regulation on business groups may have 

increased the expected costs for controlling owners of business groups pursuing 

opportunistic behaviors than before. Thus, after the crisis, there could be less earnings 

manipulations, and the apparent need for earnings management may have decreased. We 
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test the impact of the Asian financial crisis on the proclivity of group firms to engage in 

earnings management compared to non-group firms before and after the crisis. 

We first look up the levels of earnings management by group firms compared to 

those of non-group firms before and after the Asian financial crisis. Table 1.11 presents 

the regression results of the same models as in Table 1.5 using sub-periods. The pre-crisis 

period is from 1993 to 1996 and the post-crisis period is from 1999 to 2000, excluding 

1997-1998 for turmoil during the crisis. Before the financial crisis, the impact of group 

affiliation on accrual-based earnings management is positive but statistically insignificant. 

However, after the financial crisis, the impact of group affiliation on accrual-based 

earnings management has changed to negative and also remain statistically significant. 

For real earnings management, the group effect has changed to negative and statistically 

significant for abnormal product costs after the crisis. The effects of groups in the post-

crisis period are even stronger (negative and more significant) compared to the full period 

results in Table 1.5. This lends further support to the reputation hypothesis because 

earnings management decreased after the crisis due to an increase in expected 

reputational costs.  

1.6.3. Accounting reforms on audit and group reports 

In the aftermath of the Asian financial crisis, there were two regulatory changes 

that could directly influence the level of earnings. For firms with assets over 7 billion 

Korean won, the use of an outside auditor was mandated in 1998, and reporting of group-

wide combined financial reports was mandated in 1999. The threshold of 7 billion 

Korean won means that most of the listed business group firms were required 
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Table 1.11 

Before and after the Asian financial crisis. 

    This table presents the panel regression results regarding the impact of group affiliation on earnings management 

before and after the Asian financial crisis (1997-98). The dependent variables are accrual-based or real earnings 

management variables, as discussed in Section 3 of the text. All regressions include audit committee, institutional 

ownership, ADR, firm age, Big 4 auditor, firm size, debt ratio, and intercept, and are controlled for year and industry 

fixed effects. We revert back to the standard group definition of 30 largest (unless noted otherwise, we used the 30 

largest groups as the criterion defining groups throughout). All independent variables are as defined in Table 1.2.The t-

statistics are shown in parenthesis.  *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

  

Total  

discretionary 

accruals 

  

Abnormal  

operating cash 

flows 

  
Abnormal 

 product costs 
  

Abnormal  

discretionary 

expenses 

  Before After   Before After   Before After   Before After 

Group 0.00 -0.01**   0.01 -0.00   -0.01 -0.01*   -0.01** -0.01** 

  (0.60) (-2.39)   (1.16) (-0.86)   (-1.38) (-1.87)   (-2.56) (-2.35) 

Control 

variables 
yes yes   yes yes   yes yes   yes yes 

Industry 

dummies  
yes yes   yes yes   yes yes   yes yes 

Year dummies  yes yes   yes yes   yes yes   yes yes 

Intercept yes yes   yes yes   yes yes   yes yes 

N 483 1,524   483 1,520   376 1,509   483 1,520 

Adjusted R2 0.146 0.141   0.10 0.09   0.15 0.24   0.37 0.22 

 

to hire outside auditors. The combined financial reports may improve corporate 

transparency so that it would be easier for outside analysts to decipher internal 

transactions among group firms and evaluate group performance. Group financial reports 

also make it harder for group insiders to hide some questionable internal transactions 

which may cause earnings manipulations at the individual firm level. These regulatory 

changes might also have increased the probability of their earnings manipulations being 

detected. 

To test such potential impacts of the accounting reforms, we conduct difference-

in-difference tests in Table 1.12. The cutoffs for each of the two accounting reforms were 

set by the year in which these became effective: 1998-2007 for mandatory outside 

auditing and 1999-2007 for combined group financial reports, respectively. For accrual-

based earnings management, the outside audit dummy itself is statistically insignificant 
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Table 1. 12 

Impact of accounting reforms: Difference-in-difference tests. 

    This table reports the results of the difference-in-difference tests related to accounting reforms in the aftermath of the Asian financial crisis. The dependent variables are accrual-

based or real earnings management variables, as discussed in Section 3. We revert back to the standard group definition of 30 largest. The first two rows after group dummy 

measures the impact of two accounting reforms: mandated outside audit and combined financial reports. The outside audit dummy is 1 for 1998-2007 and otherwise 0; from 1998, 

the Korean government made it mandatory for firms with assets larger than 7 billion Korean won to hire outside auditors to prepare certified financial statements. The combined 

financial report dummy is 1 for 1999-2007 and otherwise 0; from 1999, the Korean government required that group firms must report combined financial reports for the group. All 

regressions include audit committee, institutional ownership, ADR, firm age, Big 4 auditor, firm size, debt ratio, and intercept, and are controlled industry fixed effects. The t-

statistics are shown in parenthesis. *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

  

Total discretionary 

accruals 
  

Abnormal  

operating cash flows 
  

Abnormal  

product costs 
  

Abnormal  

discretionary expenses 

  (1) (2)   (3) (4)   (5) (6)   (7) (8) 

Group 0.00 -0.00   0.00 0.00   -0.02*** -0.02***   -0.02*** -0.02** 

  (0.43) (0.11)   (1.12) (1.25)   (-3.06) (-2.60)   (-3.09) (-2.34) 

Outside audit  0.00     0.00     0.01     0.01   

  (1.33)     (0.93)     (1.32)     (1.28)   

Group × outside audit -0.01**     -0.01     0.01     0.00   

  (-2.14)     (-1.22)     (1.20)     (0.34)   

Combined financial report    0.00     -0.01     -0.02**     -0.01 

    (0.01)     (-1.10)     (-2.23)     (-1.03) 

Group × combined financial report   -0.01     -0.00     0.01     0.00 

    (-1.59)     (-1.37)     (0.98)     (0.27) 

Control variables yes Yes   yes yes   yes yes   yes yes 

Industry dummies yes Yes   yes yes   yes yes   yes yes 

Intercept yes Yes   yes yes   yes yes   yes yes 

N 2,290 2,290   2,283 2,283   2,165 2,165   2,283 2,283 

Adjusted R2 0.108 0.108   0.065 0.065   0.221 0.231   0.227 0.232 
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but the interaction term between the group and audit is statistically significant and 

negative. This indicates that group firms reduced discretionary accruals manipulations 

after the reform became effective, but this effect is greater for group firms than for non-

group firms. This supports the reputation hypothesis: the mandatory outside auditor made 

group firms more transparent and increased the probability of their opportunistic 

discretionary accruals management being detected. This possibility in turn induced the 

group firms to behave more responsibly by mitigating accrual-based earnings 

management, more than non-group firms. However, the mandatory combined group 

financial reports have no significant results. Perhaps outside auditors were effective in 

teasing out any earnings management. Alternatively, the serious contraction and 

restructuring of the groups during the financial crisis already lowered the opportunistic 

earnings management by group firms. 

With real earnings management measures, the changes are not statistically 

significant. The one explanation for these results is that the real earnings management is 

not as sensitive to external changes because real earnings management is not as easily 

detected by outsiders as accrual-based earnings management. Similar result was seen in 

real earnings management by independent U.S. firms after the Sarbanes-Oxley Act of 

2002 (Cohen and Zarowin, 2010) when the external change raised the probability of 

opportunistic accrual-based earnings management being detected. As mentioned, another 

possibility is that, even before the regulatory changes, group firms already had lower 

levels of real earnings management than non-group firms. In other words, group firms 

already had greater concerns about the higher reputational costs from detection of real 

earnings management even before the reforms, which may have led to lower real earnings
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management than non-group firms, due to severe restructuring that groups went through 

during the crisis.   

1.6.4. Endogeneity 

Until this subsection, we used non-group control samples obtained from annual 

industry and size one-to-one matching without replacement. This matching process 

minimizes the size difference between group firms and the matched sample in the same 

year and industry. However, as Khanna and Yafeh (2007) argued, business groups and 

member firms might evolve in response to changes in external market imperfections and 

internal market efficiencies. This raises the possibility of endogenous changes in business 

groups and group affiliations. Since forces for changes are likely to be more than two 

dimensional, the industry-size matching may not be adequate. Therefore we perform 

alternative matching based on multivariate propensity scoring.  

The propensity scoring method estimates the probability of being a business 

group firm conditional on  ,  

P(x) = pr(D=1|x) 

where D is the event indicator: D = 1 for group firms and D = 0 for non-group firms. The 

conditional probability is computed from a logistic model.
8
 We choose conditioning 

variables from firm-specific characteristics such as firm size (natural log of total assets), 

debt ratio (total debt to assets), current ratio, export ratio (total exports to sales), dividend 

yield, industry-based Tobin's Q (a firm’s Tobin's Q minus industry median Tobin's Q), 

ROA, R&D intensity, firm age, and turnover, as well as industry and year dummies. As 

                                                           
8
 For methodological issues regarding the propensity scoring matching, see Imbens and Wooldridge (2009). 
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reported in Panel A of Table 1.13, firm attributes that come out as statistically significant 

include firm size, debt ratio, current ratio, export ratio, ROA, firm age, and turnover. 

Panel B re-estimates earnings management using the predicted values of the 

proclivity of group affiliation from the logistic regression using the new combined firm 

observations including the new group and non-group control sample constructed based on 

the proximity of estimated propensity scores. This process addresses the endogenous 

decision on group affiliation. Group dummies are shown to lower the accrual-based 

earnings management and two (abnormal production costs, and abnormal discretionary 

expenses) of the three categories of real earnings management. Hence, Hypothesis 1b, 

which predicts lower earnings management in group firms, is supported. These results are 

identical to that from the industry-size matching, reported in Table 1.5. We conclude that 

the main results for group affiliation on earnings management are robust with respect to 

matching methods.  

 

1.7. Conclusion 

Prevailing conceptual framework of earnings management is based on agency 

considerations for a single, independent firm. We examine the case of a firm affiliated 

with a business group, which is part of a common fixture in many emerging markets and 

in developed countries such as Japan and Germany. This introduces various new issues in 

earnings management literature because the manager of a group firm must consider 

group-wide concerns and control issues as well as firm-level factors. The agency 

hypothesis indicates higher earnings management for group firms than non-group firms
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Table 1.13 

Endogeneity: Estimating propensity to be a group firm and re-estimating accrual-based and real earnings 

managements. 

    This table estimates logistic regressions to determine the propensity for a firm to belong to a business group, using 

matched group and non-group firms, in Panel A. Panel B estimates the impacts of predicted group affiliation on 

accrual-based and real earnings management, respectively. All regressions include industry and year dummies to 

control for year and industry fixed effects. *, **, and *** denote two-tail significance at 10%, 5%, and 1%, respectively. 

 

Panel A: Propensity to be a group firm. 

    This panel reports logistic estimates from a model of a firm's propensity to be a group firm. The dependent variable 

is one for group firms and zero for non-group firms.  

 
Coefficient Chi Square  

Firm size 1.230*** 27.43 

Debt ratio 0.854** 2.39 

Current ratio -0.275*** -3.75 

Export ratio 0.360* 1.96 

R&D intensity 0.522  0.16 

Dividend yield 1.264 0.67 

Tobin's Q adjusted 0.084 0.76 

ROA 0.721** 2.32 

Firm age -0.033*** -8.93 

Turnover -0.046*** -3.53 

Industry dummies yes   

Year dummies yes   

Intercept yes 
 

N. 5,744   

 

Panel B: Accrual-based earnings management and real earnings management based on predicted group propensity 

estimates. We revert back to the standard group definition of 30 largest.    

  

Total  

discretionary 

accruals 

Abnormal 

operating cash 

flows 

Abnormal 

product costs 

Abnormal 

discretionary 

expenses 

Group -0.004* 0.001 -0.009** -0.013*** 

  (-1.90) (0.62) (-2.40) (-2.84) 

Control variables  yes yes yes yes 

Industry dummies  yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 2,296 2,289 2,164 2,289 

Adjusted R2 0.109 0.07 0.23 0.24 

 

due to the heightened agency problems stemming from complicated and opaque 

ownership, governance and organizational structures. Based on unique data for Korean 

chaebol firms, we show that group affiliation actually reduces the extent of earnings 

management, defined either as accrual-based or real cash flow activities. To explain this, 

we advance a reputation hypothesis that controlling family and insiders may need to 

consider group-wide reputation costs in the event that opportunistic earnings 
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manipulations are detected. The reputation hypothesis is shown to outweigh the impact of 

the agency hypothesis. This finding is aided by further work regarding the impact of 

group reputation variables such as group ranking, group media or analyst coverage. 

 However, it is also shown that the primary instrument of earnings management 

for group firms appears to be real earnings management rather than accrual-based 

earnings management. The extent to which group firms are engaged in real earnings 

management is related to group characteristics such as family ownership, ownership-

control disparity, and group industry diversification. The results are robust to the methods 

of constructing control samples, to alternative definitions of business groups, and to 

consideration of endogenous group affiliations. Corporate reforms undertaken in the 

aftermath of the Asian financial crisis, including regulatory measures in accounting and 

governance such as mandated external audit and consolidated group financial statements, 

appear to have increased reputation costs for the groups in the event that opportunistic 

earnings manipulations are detected and hence to have mitigated earnings manipulations 

by group firms. 

We attempt to draw general implications beyond Korea by considering factors 

that are universal and by focusing on factors that relate to the conflict between group-

level concerns and member firm issues. More generally, we hope to take a first step in 

broadening the scope of earnings management paradigm to a setting characterized by 

concentrated ownership and imperfect investor protections, as well as the presence of 

business groups, which takes on major economic importance of the first rank around the 

world.  
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Future work must identify the nature of intra-group resource transfers and its 

implications for real earnings management. This is different from tunneling which is 

related to wealth expropriation by controlling family by taking resources out of the group. 

We argue that while agency issues are common in both real earnings management and 

tunneling, the group-wide reputation concerns appear to be an important factor that 

continues to inform and influence the real earnings management behavior of group firms. 

Clearly this is an area where many issues remain open. For instance, it would also be of 

interest to consider the impacts of underlying regulatory, institutional or cultural factors 

on the extent to which firms engage in earnings manipulations, and how they would 

depend on ownership and governance, with or without business groups. Finally, since 

many groups have unlisted private firms as well as listed public firms, the question of 

how the presence of private firms in a group affects earnings management or earnings 

quality as well as transparency may be of interest. 

  



56 
 

CHAPTER 2 

 

THE EFFECTS OF DOMESTIC AND FOREIGN INSTITUTIONAL 

OWNERSHIP ON CORPORATE TRANSPARENCY IN THE  

PRESENCE OF CONTROL BENEFIT 
 

2.1. Introduction  

The traditional view of corporate governance, developed with U.S. firms in mind, 

is that market agents such as institutional investors are part of external governance 

institutions that should monitor corporate management to supplement the oversight 

function of internal governance such as the board (Jensen and Meckling, 1976). An 

implication for transparency is that institutional investors should promote informational 

transparency of the firm while controlling shareholders and insiders may prefer an 

opaque environment. In the new agency view of Schleifer and Vishny (1997), the 

primary agency conflict is between controlling shareholders and insiders on the one hand, 

and non-controlling atomistic shareholders and outsiders on the other. This is more 

pronounced in an environment with insufficient investor protection (La Porta, Lopez-De-

Silanes, and Shleifer, 1999; La Porta, Lopez-De-Silanes, Shleifer, and Vishny, 2002). 

The transparency implication of institutional investors is less clear in this view. If 

institutional investors have controlling interests, it is unclear whether they would wish to 

promote general corporate transparency rather than selective transparency that may offer 

control benefit opportunities to exploit their superior information.
9
  

Existing work on corporate transparency outside the U.S. has focused on the role 

of controlling owners such as family owners. Leuz, Nanda and Wysocky (2003), for 

                                                           
9
 Bushman, Piotroski and Smith (2004) include both financial transparency and governance transparency in 

their definition of corporate transparency. In this paper we only consider only financial transparency, which 

is decomposed into firm-level and market-level transparency. 
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instance, report earnings management of family firms resulting from the preference of 

family insiders for opaque information environments when investor protection is weak. 

Similarly, Gopalan and Jayaraman (2012) find a positive relationship between 

consumption of private control benefits and corporate transparency in an international 

setting. However, if institutional shareholders are also blockholders and thus possess 

some control interests (Barclay and Holderness, 1991), it remains to be seen whether the 

pursuit of transparency as monitors may not be affected by their controlling investments. 

Moreover, foreign investors – being even greater outsiders due to physical, cultural and 

institutional differences – may not be in a position to exploit their control benefits as 

easily as domestic institutional investors.   

A separate literature on foreign investors shows mixed evidence as to whether 

domestic or foreign investors outperform for reasons of informational or technical 

advantages.
10

 This literature however, is tangential at best to our present issue of general 

versus selective transparency. More relevant is the work of Ferreira and Matos (2008) 

who examine the role of different types of institutional investors on firm performance 

around the world. Foreign investors are also viewed as an agent of dissemination of 

global market information across countries (Bae, Ozoguz, Tan and Wirjanto, 2012), or as 

an agent of changes in corporate governance practices worldwide (Aggarwal, Erel, 

Ferreira and Matos, 2011).  

With these issues in mind, we assume that institutional equity investors are 

external monitors, more effective than smaller and diffused investors due to scale and 

                                                           
10

 See, for instance, Choe, Kho and Stulz (2005), Grinblatt and Keloharju (2000), Dvorak (2005), and Baik, 

Kang and Kim (2010). 
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scope economies. The effect of institutional ownership on transparency is thus likely to 

be positive. At the same time, to the extent that institutional investors have block 

holdings, they have power to monitor managerial decisions and to improve the quality 

and quantity of corporate information in the market. Thus, institutional investors, whether 

domestic or foreign, may contribute positively to corporate transparency (monitoring 

hypothesis). 

An alternative hypothesis is that some institutional blockholders with access to 

management may act like controlling insiders, that is, by consuming their private control 

benefit. Given controlling ownership shares as blockholders as well as access to inside 

information, they may be tempted to exploit their information asymmetry advantages 

rather than acting as agents of general transparency. In this case, controlling institutional 

owners may prefer a more opaque information environment and relate negatively to 

corporate transparency (control benefit hypothesis). 

We argue that domestic institutional investors perform these dual roles – as 

monitors of management serving the general shareholder interest and as blockholders 

serving their private control benefits. The effect on informational transparency is thus 

likely to be ambiguous as a tradeoff between general and selective transparency exists. 

Foreign investors, in contrast, are likely to pursue general transparency because they may 

face informational disadvantage due to physical, cultural and institutional distance (Kang 

and Kim (2010)).  

We consider corporate transparency at two levels in a given economy: (a) firm-

level transparency that relates to quality and quantity of firm-level information 

dissemination, and (b) market-level corporate transparency that depends on market 
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conditions and participants such as analysts, auditors or regulators. The former can be 

proxied by the quality of financial reporting, timeliness, or, as Francis, Nanda, and 

Olsson (2008) suggest, by correlations between earnings quality and voluntary disclosure. 

The latter can be proxied by the role and product of analysts (Lang, Lins and Miller 

(2004)). To this end, we construct firm-level and market-level corporate transparency as 

well as the overall corporate transparency index.  

We use a unique dataset for South Korean firms in order to examine the effects of 

domestic and foreign ownership on corporate transparency. Korea is well-suited for this 

issue for at least two reasons. First, Korea is an advanced emerging market with 

substantial market liquidity and institutional infrastructure, but also with predominance of 

family firms and business groups as well as significant foreign ownership. This provides 

a rich setting for analyzing the effects of controlling insiders as well as domestic and 

foreign institutional investors. Second, there is also a data advantage. We can collect data 

not only on the ownership percentage of each investor types for each firm but also on the 

types of individual large shareholders for each firm. For example, we can identify that 

Samsung Electronics’ largest shareholder is Gun Hee Lee (son of founder) and family, 

but we also know that the second largest shareholder is Citibank, and so on. From this 

dataset, we can examine the interactions among different controlling shareholders, as 

well as impacts of ownership structures on corporate transparency to sort out the 

conflicting informational role of institutional investors in terms of general versus 

selective transparency.   

We find that foreign institutional investors have positive effects on overall 

corporate transparency while domestic institutional investors have statistically 
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insignificant effects on corporate transparency overall. This is due to the differences at 

the sub-index levels. Foreign investors have positive and significant effects on both firm-

level and market-level transparencies, while domestic investors have negative effects 

(albeit a bit weaker) on firm-level transparency and positive effects on market-level 

transparency. These results are consistent with the notion that while both types of 

institutional investors act as market-level external monitors, domestic institutional 

investors also attempt to exploit their control benefits. The relationship is nonlinear, 

indicating that after a certain level of ownership, domestic institutional investors decrease 

firm-level corporate transparency by pursuing private control benefits rather than general 

transparency, exacerbating agency problems between controlling institutional owners and 

minority shareholders.  

Foreign institutional investors – due to their disadvantages due to physical, 

cultural, and institutional distances – may not have the same opportunities to pursue their 

control benefits as easily as domestic institutional owners. In fact, unlike domestic 

institutional investors, foreign investors are not in a position to exploit information 

asymmetry, and they end up promoting general rather than selective informational 

transparency. The relation between foreign institutional ownership and corporate 

transparency is unambiguously positive.  

These results for domestic and foreign institutional investors hold with respect to 

ownership sorting, individual transparency proxies, and interactions with group affiliation, 

and are robust with respect to endogenous estimation of ownership structures. 

Simultaneously, domestic institutional investors may be more passive in accepting 
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opaque information environment that may be forced by controlling insiders while foreign 

institutional investors may opt for improvement in general corporate transparency.  

This paper contributes to the corporate transparency literature in several ways. 

First, we focus on the conflicting role of institutional investors as external monitoring 

agents and as blockholders with controlling benefit. Second, we show that this conflict 

leads to different results on the effect of domestic and foreign institutional investors on 

corporate transparency: domestic institutions pursue selective transparency while 

foreigners promote general transparency. We believe this is new and different from usual 

expectations that view institutional investors as agents of monitoring and transparency. 

Third, existing empirical work focuses on specific individual proxy variables such as bid-

ask spread (Callahan, Lee, and Yohn, 1997; Choi, Lam, Sami and Zhou, 2013), earnings 

quality (Schiller and Vincent, 2003), analysts (Lang et al., 2004), or disclosure (Francis, 

Nanda, and Olsson, 2008), or selective market-level variables (Anderson, Duru, and Reeb, 

2009). We take a comprehensive approach and construct both firm- and market-level 

corporate transparency indices as well as overall transparency index. We believe this 

two-level construction of corporate transparency should have value beyond the particular 

issue examined in this paper.  

The remainder of this paper is organized as follows: Section 2.2 introduces 

hypotheses, Section 2.3 describes the method of construction of transparency indices. 

Section 2.4 describes data. Section 2.5 presents main empirical results, and Section 2.6 

addresses endogeneity issues. Section 2.7 concludes. 
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2.2. Hypotheses development 

In this section, we develop two sets of hypotheses to test the impact of 

institutional ownership in general and develop more specific hypothesis on the impact of 

foreign and domestic institutional ownership on corporate transparency.  

2.2.1. Institutional ownership  

Agency theories argue that pressures from external investors, such as institutional 

owners, are necessary to motivate managers to maximize firm value instead of pursuing 

managerial objectives (Jensen ,1986). Shleifer (1986), and Allen, Bernardo, and Welch 

(2000) find that institutional investors are more willing and able to monitor corporate 

management than are smaller and more diffuse investors. With the exception of 

legislative protection, institutional investors may be the only agents powerful enough to 

mitigate agency problems between controlling owners and external minority owners in 

the context of Shleifer and Vishny (1997). Monitoring requires high fixed costs, and 

minority investors often cannot afford such costs. Institutional owners have the economy 

of scale to monitor from outside the firms they invest, and can influence the controlling 

insiders' decisions with the controlling power associated with large ownership.   

With this external monitoring and controlling power, institutional owners can 

mitigate agency problems either between owners and management (Jensen, 1993), or 

between controlling owners and external investors (Shleifer and Vishny, 1997). As an 

external investor, institutional owners would require better corporate transparency from 

controlling owners. We expect that institutional ownership has a positive impact on 

corporate transparency.  
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Hypothesis 2.1a (monitoring hypothesis):  Through their role as managerial monitors, 

institutional ownership has a positive effect on corporate transparency, all other things 

being equal. 

However, some institutional owners may act like controlling insiders. As a 

blockholder with controlling benefit, it is plausible that institutional owners can possess 

inside information as other controlling owners such as family owners (e.g. Barclay and 

Holderness, 1991). In this case, institutional owners may mitigate agency problems 

between owners and management, but not between controlling owners and minority 

external investors because they pursue their control benefits. In other words, institutional 

owners can monitor management and other controlling owners' misbehavior, but as a 

controlling owner, institutional owners can create other sets of agency problems.
11

 In this 

case, it may be in the interest of blockholders to create a more opaque information 

environment to conceal their pursuit of private benefit. If the investment horizon is short, 

it is more problematic because institutional owners may not care about the future positive 

net present value investment of the firm but take advantage of the information asymmetry 

for their short-term goals (Hoskisson, Hitt, Johnson, and Grossman, 2002). If the above 

argument holds (control benefit hypothesis), we expect institutional ownership to have a 

negative impact on corporate transparency and develop hypothesis 2.1b. 

Hypothesis 2.1b (control benefit hypothesis):  Institutional ownership with block holdings 

has a negative effect on corporate transparency, all other things being equal. 

 

                                                           
11

 The controlling insiders' pursuing private control benefits has been documented by Fan and Wong (2002). 

Leuz, Nanda and Wysocky (2003), Goplan and Jayaraman (2012) and others.  



64 
 

2.2.2. Foreign institutional ownership 

Foreign owners are also institutional owners, but may have different impact on 

corporate transparency compared to domestic institutional owners. Foreign owners may 

have information disadvantages (Kang and Kim, 2010) because of physical distance, 

cultural distance or institutional distance. Physical distance may be a factor for home bias 

(Chan, Covrig, and Ng, 2005). The cultural distance including language (Grinblatt and 

Koloharju, 2001), and institutional distance (Laporta, Lopez-de-Silanes, Shleifer, and 

Vishny, 1998) may require extra costs to acquire information and evaluate their accuracy. 

With these disadvantages, foreign investors in local firms may be reluctant to invest in 

domestic firms. However, once they invest, foreign owners require more corporate 

transparency from the firms they invest in (Choi, Lam, Sami, and Zhou, 2013). Foreign 

owners may demand better quality and more frequent disclosure of information (Sami 

and Zhou, 2004), may require the firms to employ better accounting standards and high 

quality auditor. In other words, foreign owners may act under monitoring hypothesis. In 

addition, Bae et el. (2012) argue that foreign investors can be agents of transmission of 

global market information, with a positive influence on local market. With these issues in 

mind, we develop hypothesis 2.2. 

 Hypothesis 2.2:  Foreign ownership has a positive effect on corporate transparency, all 

other things being equal. 

2.2.3. Domestic institutional owners vs. foreign institutional owners 

Hoskisson et al. (2002) argue that institutional investors generally differ in their 

objectives and investment horizons. Investors with long-term investments and block 

holding may diligently monitor managers and promote high corporate transparency, 
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because they may prefer strong ties with external investors (Ellul, Guntay, and Lel, 2007). 

Owners with short-term investments may have a high probability of engaging in 

speculation and pursue private control benefits. Since public disclosure of private benefit 

is problematic, institutional investors with this objective may prefer a more opaque 

information environment. Since domestic institutional owners may be in a position to 

exploit their controlling benefit, they may prefer more opaque informational transparency. 

Foreign owners, in contrast, regardless of their objectives or time horizon, may not be 

positioned to easily cash in on their private control benefit given their physical, cultural 

and institutional distance, and thus may promote general informational availability.  

Hypothesis 2.3: Foreign institutional investors may increase general informational 

transparency while domestic institutional investors may increase selective informational 

transparency.  

  

2.3. Construction of transparency indices 

There is no universal agreement as to how corporate transparency is to be 

measured. However, there are two streams of literature related to it. One stream is firm-

level corporate transparency, which is determined by the quality and quantity of 

information dissemination at the firm level. Quality and quantity is related to the quality 

of the information and timeliness of the information disseminated. This includes the 

quality of financial reporting, voluntary disclosure, and timeliness (Schipper and Vincent, 

2003).  Several researchers use earnings quality as a proxy of corporate transparency 

(Leuz, Nanda, and Wysocki, 2003; Barth, Landsman and Lang, 2008; Lang, Lins and 
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Maffet, 2012). Francis et al. (2008) also find that the correlation between earnings quality 

and voluntary disclosure level is very high.  

The second stream pertains to market-level corporate transparency, which 

measures the market interpretation of corporate information. This includes market 

perceptions and market participant’s reactions to corporate informational disclosure as 

well as a measure of market perception and new information produced by market analysts. 

For example, firms perceived as more transparent may have low bid-ask spread, high 

trading volume, and more number of analysts following. However, analysts can produce 

better information both in terms of quantity as well as quality about the firms they are 

following. Thus, analysts' earnings forecast dispersion and analysts forecasting error can 

be proxies for how third-party market participants promote corporate transparencies of 

the firms they are following.  

We construct corporate transparency indices at the firm-level and market-level as 

well as the overall aggregate index. We use four proxies for each of the firm-level and 

market-level transparencies.   

2.3.1. Firm-level corporate transparency measures 

The firm-level corporate transparency is determined by the quality and timeliness 

of the firm- specific information. We use earnings attributes as the proxies of quality and 

timeliness of the firm- specific information, because previous literature supports the 

assumption that earnings are a premier source of firm-specific information (Francis, 

Schipper, and Vincent, 2003; Francis, LaFond, Olsson, and Schipper, 2004).  The four 

earnings attributes used in this paper are widely used in related research: accrual quality, 

persistence, value relevance, and timeliness. 
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Harris, Huh, and Fairfield (2000) suggest the extent to which earnings map cash 

flow is indicative of earnings quality. Dechow and Dichev (2002) find that errors in 

estimated current accruals reduce earnings quality. As a measure of earnings quality, we 

use the following model of current accrual quality following Francis, LaFond, Olsson, 

and Schipper (2004): 

      

         
          

        

           
     

      

         
     

        

           
          (   ) 

where TCAj,t is total accruals of firm j in year t, which is change in current asset, minus 

change in current liabilities and change in cash, plus change in debt in current liabilities; 

and CFO is cash flow from operation. For each firm-year observation, we estimate 

equation (2.1) with a ten-year window and obtain ten-year residuals from year t-9 to year 

t. Accrual qualityj,t   is then computed as the standard deviation of  firm j's ten-year 

residuals, multiplied by -1 so that a greater value indicates a higher level of corporate 

transparency. 

The second earning attribute we use is persistence, which measures the 

sustainability of earnings. Persistent earnings are perceived to have a good earnings 

quality because present earnings contain direct information about the future earnings. We 

also measure earnings persistence due to Francis et al. (2004): 

EPSj,t= β0,j + β1,j EPSj,t-1 +φj,t                                                                              (2.2) 

where EPSj,t is the net income before extraordinary items divided by the average number 

of shares outstanding during the year. The autoregressive model of order one (AR1) for a 

ten-year window is used. From this model, persistencej,t is the coefficient β1,j and a higher 

value means more corporate transparency of the firm j at year t. 
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Thirdly, we use value relevance, which explains the degree to which reported 

earnings can explain the variability of market returns. The value relevance proxies for 

information reliability and thus relate to corporate transparency. We measure value 

relevance following Francis and Schipper (1999), Collins, Maydew, and Weiss (1997), 

and Bushman, Chen, Engei, and Smith (2004): 

Returnj,t = δ0,j  +  δ1,j Earningsj,t  + δ2,j ΔEarningsj,t  + ζj,t                                  (2.3) 

where Returnj,t is a 15-month return of the firm j for the three-month period at the end of 

fiscal year t, and ΔEarningsj,t  is the firm j's change of Earnings in fiscal year t from year 

t-1 divided by market value of at the end of year t-1. Equation (2.3) is estimated for ten-

year window. The value relevancej,t is the adjusted R
2
 of the estimated equation (2.3). A 

higher value means a higher level of corporate transparency. 

Our fourth and final firm-level corporate transparency attribute is earnings 

timeliness. Timeliness is how current-period accounting income captures the current-

period economic income (Ball, Kothari, and Robin, 2000; Francis et al., 2004). 

Timeliness is estimated over a ten-year window by the following model a la Ball et al. 

(2000): 

Earningsj,t  = γ0,j + γ1,j Negj,t+γ2,j Returnj,t + γ3,j Negj,t×  Returnj,t+ςj,t                 (2.4)                      

where Negj,t is the dummy variable which is one if Returnj,t is negative and zero 

otherwise. Timelinessj,t is the adjusted R
2
 of the estimated model. A higher value of 

earnings timeliness indicates a higher level of corporate transparency. 

With these four firm-level transparent proxies, we compute the firm-level 

transparency index for each firm-year observation, following the method used for relative 

opacity index by Anderson et al. (2009). The four proxies are divided into ranked deciles. 
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For each proxy, the most transparent decile is assigned a value of 10, and the least 

transparent decile a value of 1. We sum up these values for all four proxies, and divide 

the resulting value by 40 so that the firm-level transparency index has a range of 0 to 1 

comparable to the value of dummy variables. This method assigns equal values for each 

proxy variables. We also use a factor analysis as an alternative. While the factor analysis 

is free from the equal weight assumption, it loses a direct one-to-one mapping to 

underlying proxies.  The firm-level transparency of 1 indicates that the firm is most 

transparent among all firms in the sample for the year, and 0 the least transparent.  

2.3.2. Market-level corporate transparency measures 

The market-level transparency is also determined by four proxies: analysts 

following, forecast errors, forecast dispersion, and bid-ask spread. The first three relate 

to analysts activities and the last relates to the market perception of the firm’s information.  

Analysts following is measured by the natural log of the number of analysts 

following the firm. The number of analyst following could be positively related to the 

amount of information available. Anderson et al. (2009) argue that the number of analysts 

following can be a proxy for the total "market intensity of market scrutiny" of a firm. 

More analysts following the firm may produce more information about the firm and 

hence may make the firm more transparent. Dahiya, Iannotta, and Navone (2011), and 

Lang et al. (2004) also point out that the number of analysts following may be related to 

informational transparency of the firm.   

Forecast error captures the accuracy of the analysts forecast of the firm’s 

earnings. More transparent firms may make more information available for analysts, and 

analysts as a result may be able to predict the firm’s earnings more precisely. In effect, 
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analyst forecast error is a proxy for information availability of the firm (Botosan, Plumlee, 

and Xie, 2004). Forecast error is measured as the square of the difference between mean 

of analysts' earnings forecast and realized earnings per share, multiplied by -1 so that 

higher value indicates higher level of corporate transparency.  

Forecast dispersion is the dispersion of analysts' earnings forecasts from the Ex 

post earnings for the firm at the end of the fiscal year. Similar to forecast error, with more 

and better information provided by the firm, the information base on which analysts can 

predict earnings would be more uniform across. The degree of dispersion would be less. 

We use the standard deviation of all the analyst forecasts, scale it by the closing share 

price of the previous month, and subtract it from 1 so that there is a positive association 

between this variable and transparency.  

The last market-level corporate transparency measure is bid-ask spread. Diamond 

and Verrecchia (1991) and others argue that the bid-ask spread is a market-level proxy 

for information asymmetry. The bid-ask spread is a form of transaction cost, and more 

information and greater market efficiency may reduce it. Thus, the high bid-ask spread 

may indicate an opaque information environment of a firm. We calculate bid-ask spread 

variable as 1 minus the annual average of a firm's bid-ask spread over the average of bid 

and ask prices, so that a higher value may indicate a higher level of transparency.  

With these four market-level corporate transparency proxies, we calculate market-

level corporate transparency index for each firm for each year, using the same 

aggregation method described above for the firm-level transparency index. 
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2.3.3. Overall corporate transparency index 

To develop an overall corporate transparency index and factor scores, we use all 

eight transparency measures – 4 firm-level corporate transparency proxies and 4 market-

level corporate transparency proxies. To develop an overall corporate transparency index 

(an equally weighted index), we use the same method used in the firm-level corporate 

transparency index and the market-level corporate transparency index. We sum up all 

eight of the proxy measures, rank them by deciles, and divide the result by 80 so that the 

index ranges from 0 to 1. A higher value of the index indicates a higher level of overall 

corporate transparency.  

 

2.4. Data and descriptive statistics 

For empirical analysis, we use all firms listed in the Korea Stock Exchange (KSE) 

from 2001 to 2007, excluding firms in the financial sector. We collect firm-specific 

variables from the Data Analysis, Retrieval and Transfer System (DART) run by the 

Korea Financial Supervisory Service (KFTC). DART is an internet-based public service 

database in which Korean firms submit their financial reports, and outsiders can have 

access to their information. The analyst forecast error, the number of analysts following, 

and analyst forecast dispersion data are collected from FnGuide, which is a Korea-based 

database that collects information from financial institutions in Korea and in foreign 

markets. We drop firm-year observations with analyst followings of one or less, because 

of the concern on the credibility of forecast error and forecast dispersion proxies. Market 

price data related to bid-ask spread variables are collected from the Koscom DataMall, 

jointly established by the KSE and the Korea Ministry of Finance, which provides 
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information on all securities traded in South Korean capital markets. Group affiliation 

data are collected from the Online Provision of Enterprises Information System (OPNI) 

run by the KFTC. After screening out those with the lack of essential firm-specific data, 

we have 895 usable firm-year observations. Definitions of all other variables used in 

empirical work are presented in Table 2.1. 

A descriptive summary statistic of the ownership variables, eight corporate 

transparency proxies, three transparency indices and control variables is shown in Table 

2.2. The mean value of institutional ownership is 21.3%. Foreign institutional ownership 

shows higher per cent value (14.4%) than that of domestic institutional ownership (6.7%). 

We use the term 'transparency index' to denote an overall transparency index that 

includes both firm-level transparency proxies and market-level transparency proxies. 

Firm age is included because older firms may have more visibility in the market and there 

may be more information available about them than for smaller firms. Firm size is 

included to control for size effect on some transparency proxies, including bid-ask spread, 

and other analyst or earnings-related proxies. Firm risk is included because there could be 

a connection in the firm size and information disclosure: more risky firms may prefer an 

opaque information environment to hide their riskiness. Debt ratio may also affect the 

level of transparency because of the effects of monitoring by debtors. Dividend yield and 

export ratio are presented, because they are used in the two stage least square model later 

to control for endogeneity issues. 

Table 2.3 presents the Pearson correlations among transparency proxies and 

indices (Panel A), and among institutional ownership variables and control variables 

(Panel B). The control variables include firm age, firm size, firm risk, and debt ratio, as
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Table 2.1 

Description of empirical variables. 

Shareholder type variables 

    Institution The total percentage of common equity ownership held by financial institution(s). 

    Domestic institution The percentage of common equity ownership held by domestic financial institution(s). 

The domestic financial institution(s) includes banks, security companies, insurance 

companies and investment trust funds 

    Foreign institution The percentage of common equity ownership held by foreign institution(s). 

    Family The percentage of common equity ownership held by family owner(s). 

Corporate transparency measures 

  Firm-level transparency proxies 

     Accrual quality Measure of accrual quality using the Dechow and Dichev (2002) measurement. The 

higher (lower) value indicates more (less) corporate transparency. Details for calculating 

the accrual quality are provided in Section 2.3. 

     Persistence Measure of earnings persistence following Francis, LaFond, Olsson, and Schipper (2004). 

The higher (lower) value indicates more (less) corporate transparency. Details for 

calculating the persistence are provided in Section 2.3. 

     Value relevance Measure of value relevance of earnings to the market return following Francis and 

Schipper (1999), Collins, Maydew, and Weiss (1997), and Bushman, Chen, Engei, and 

Smith (2004). The higher (lower) value indicates more (less) corporate transparency. 

Details for calculating the value relevance are provided in Section 2.3. 

     Timeliness Measure of timeliness of earnings reporting following Ball et al. (2000) and Bushman et 

al. (2004). The higher (lower) value indicates more (less) corporate transparency. The 

higher (lower) value indicates more (less) corporate transparency. Details for calculating 

the timeliness are provided in Section 2.3.  

  Market-level transparency proxies 

     Bid-ask spread 1 minus the annual average of a firm's bid-ask spread over the average of bid and ask 

prices, multiplied. The higher (lower) value indicates more (less) corporate transparency.  

     Analyst following The natural log of the number of analysts following a firm. The higher (lower) value 

indicates more (less) corporate transparency.  

     Forecast error The square of the difference between mean of analysts' earnings forecast and realized 

earnings over stock price multiplied by -1. The higher (lower) value indicates more (less) 

corporate transparency. 

     Forecast dispersion 1 minus the standard deviation of all analyst forecasts for a firm scaled by the closing 

price of the previous month of the firm. The higher (lower) value indicates more (less) 

corporate transparency. 

 Transparency indices  

     Transparency index An index obtained from a total of eight corporate transparency proxies, including the four 

firm-level corporate transparency proxies, and the four market-level corporate 

transparency proxies. The higher (lower) value indicates more (less) corporate 

transparency. Details for calculating the persistence are provided in Section 2.3. 

     Firm-level  

      transparency index 

An index obtained from four firm-level corporate transparency proxies - accrual quality, 

persistence, value relevance, and timeliness. The higher (lower) value indicates more 

(less) corporate transparency. Details for calculating the persistence are provided in 

Section 2.3. 

     Market-level  

      transparency index 

An index obtained from four market-level corporate transparency proxies - analyst 

following, forecast error, forecast dispersion, and bid-ask spread. The higher (lower) value 

indicates more (less) corporate transparency. Details for calculating the persistence are 

provided in Section 2.3. 

Control variables 

    Group A dummy variable to indicate whether a firm belongs to one of the 30 largest business groups.  

    Firm age The natural log of the number of years since a firm's founding date. 

    Firm size The natural log of the total assets of a firm in South Korean won. 

    Risk The standard deviation of a firm stock return for the prior year. 

    Debt ratio The ratio of total debts to total assets of a firm. 

    Export ratio The ratio of exports to total sales of a firm. 

    Dividend yield The ratio of the annual dividends per share to price per share of a firm. 

    DR A dummy variable to indicate whether a firm has issued an American or global depository receipt. 
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Table 2.2 

Descriptive data for corporate transparency. 

     This table contains summary statistics of corporate transparency measures for full samples. The sample period is 

from 2001 to 2007 and includes firms listed in the Korean Stock Exchange (KSE). 

  Mean Median Std. Dev. Minimum Maximum 

Ownership variables 

       Institution 0.213 0.168 0.195 0.000 0.930 

  Domestic institution 0.069 0.002 0.129 0.000 0.822 

  Foreign institution 0.144 0.087 0.162 0.000 0.930 

Firm-level transparency proxies 

  Accrual quality -0.043 -0.036 0.029 -0.228 -0.005 

  Persistence 0.303 0.314 0.340 -0.771 1.000 

  Value relevance 0.294 0.224 0.236 0.000 0.939 

  Timeliness 0.376 0.345 0.231 0.003 0.995 

Market-level transparency proxies 

       Bid-ask spread 0.992 0.994 0.007 0.881 0.999 

  Analyst following 0.403 0.433 0.183 0.069 0.727 

  Forecast error -0.737 -0.026 11.144 -326.904 0.000 

  Forecast dispersion 0.930 0.993 0.096 -0.019 1.000 

Transparency indices 

       Transparency index 0.538 0.538 0.116 0.250 0.888 

  Firm-level transparency index 0.551 0.550 0.156 0.200 0.900 

  Market-level transparency index 0.524 0.525 0.149 0.200 0.875 

Control variables 

       Firm age 3.686 3.689 0.305 2.773 4.700 

  Firm size 27.119 26.967 1.403 24.296 31.815 

  Risk 0.064 0.060 0.023 0.020 0.193 

  Debt ratio 0.458 0.462 0.183 0.061 0.952 

  Export ratio 0.301 0.193 0.307 0.000 1.000 

  Dividend yield 0.025 0.020 0.024 0.000 0.246 

  DR 0.040 0.000 0.197 0.000 1.000 

Firm-year observation (N) 895         

 

well as industry and year dummies. We test variance inflation factors in every model. The 

factors of independent variables and group variable in each model are around or below 2 

and do not exceed 10, which eliminates concerns on multi-collinearity. 

 

2.5. Main empirical results 

We now examine the hypotheses developed earlier regarding the impact of 

domestic and foreign institutional ownerships ownership on corporate transparency in a 

multivariate context.  
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Table 2.3 

Pearson correlation matrix. 

     This table presents the correlation matrix of corporate transparency measures and correlation matrix of institutional ownership variables and control variables. 

 

Panel A: Correlation among individual transparency proxies and indices. 

    This panel reports the correlation matrix of individual firm-level transparency proxies (accrual quality, persistence, value relevance, and timeliness) and individual market-level 

transparency proxies (bid-ask spread, analyst following, forecast error, and forecast dispersion), as well as firm-level transparency index, market-level transparency, and the overall 

transparency index. 

  (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 

 (1) Accrual quality 1.00 

           (2) Persistence 0.08 1.00 

          (3) Value relevance 0.03 -0.09 1.00 

         (4) Timeliness -0.04 -0.08 0.34 1.00 

        (5) Bid-ask spread 0.18 0.10 -0.04 0.05 1.00 

       (6) Analyst following 0.11 0.23 -0.06 -0.03 0.31 1.00 

      (7) Forecast error 0.21 -0.01 -0.08 0.02 0.37 0.03 1.00 

     (8) Forecast dispersion -0.10 -0.10 0.01 0.01 -0.22 -0.54 -0.04 1.00 

    (9) Firm-level transparency index 0.44 0.44 0.56 0.56 0.10 0.14 0.01 -0.07 1.00 

   (10) Market-level transparency index 0.15 0.24 -0.10 -0.03 0.50 0.76 0.08 -0.28 0.15 1.00 

  (11) Transparency index 0.39 0.45 0.31 0.36 0.39 0.58 0.06 -0.23 0.77 0.75 1.00 

 

 

Panel B: Correlation matrix of domestic institutional ownership, foreign institutional ownership and control variables. 

       (1) (2) (3) (4) (5) (6) (7) (8) (9) 

(1) Domestic institution 1.00 

        (2) Foreign institution -0.11 1.00 

       (3) Group 0.13 0.18 1.00 

      (4) Firm age 0.05 0.03 0.03 1.00 

     (5) Firm size 0.10 0.51 0.58 0.22 1.00 

    (6) Risk 0.04 -0.15 0.10 -0.12 -0.01 1.00 

   (7) Debt ratio 0.14 -0.11 0.24 -0.06 0.23 0.41 1.00 

  (8) Export ratio 0.04 0.12 0.11 -0.14 0.17 0.03 0.03 1.00 

 (9) Dividend yield 0.08 -0.12 -0.09 -0.05 -0.13 -0.24 -0.72 -0.09 1.00 
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2.5.1. Basic regressions on institutional ownerships on overall corporate 

transparency 

 

Table 2.4 shows the results of our basic regressions on the impacts of institutional 

ownerships on overall corporate transparency. Column 1 shows that the effects of all 

institutional ownership, domestic and foreign ownerships combined are statistically 

significant and positive on overall corporate transparency. Economically, a 10% increase 

in institutional ownership is associated with an increase of 2% in corporate transparency 

index. This supports the monitoring hypothesis stated in H2.1a, but is inconsistent with 

the controlling benefit hypothesis stated in H2.1b. 

All ownership squared terms in all models show negative and statistically 

significant results. This means that there may be an inverted U-shape relation between 

institutional ownership and corporate transparency, especially for overall and foreign 

institutional ownership. This indicates a trade-off between the monitoring and controlling 

roles of institutional investors. It is possible that after a certain point, the interests of 

institutional owners as controlling owners (creating information asymmetry or selective 

transparency) may become more important than their role as monitors (boosting general 

transparency) This possibility will be examined more later using dummies for different 

levels of institutional ownerships. 

More important for now is their linear coefficients. Pairing the identical equations 

– models (2) versus (3), or (4) versus (5) – we see that the coefficients of foreign 

ownership are statistically significant at 1% and positive, confirming H2.2. In model (7) 

where both ownerships are included along with their square terms, foreign ownership is 

statistically significant at 1% while domestic ownership is significant at 5%; the
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Table 2.4 

Effects of institutional ownership on overall corporate transparency.  

     This table presents panel regression results of the overall corporate transparency on institutional ownership as percent of total equity ownership (detailed calculation of 

transparency index are presented in Section 2.3). Three kinds of institutional ownership are used: total institutional ownership (institution), domestic institutional ownership 

(domestic institution), and foreign institutional ownership (foreign institution). The dependent variable in this table is the overall transparency index (details about transparency 

index are presented in Section 2.3). All independent variables are defined in Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, 

and *** imply two-tail significance at 10%, 5%, and 1%, respectively. 

  (1) (2) (3) (4) (5) (6) (7) 

Institution 0.199*** 

  

0.077*** 

   

 

(3.79) 

  

(3.83) 

   Institution squared -0.179*** 

      

 

(-2.70) 

      Domestic institution 

 

0.079 

  

0.004 

 

0.145** 

  

(1.13) 

  

(0.15) 

 

(2.09) 

Domestic institution squared 

 

-0.205* 

    

-0.202* 

  

(-1.95) 

    

(-1.94) 

Foreign institution 

  

0.306*** 

  

0.121*** 0.260*** 

   

(5.91) 

  

(5.20) (4.85) 

Foreign institution squared 

  

-0.276*** 

   

-0.229*** 

   

(-4.08) 

   

(-3.24) 

Institution × group 

   

0.009 

   

    

(0.22) 

   Domestic institution × group 

    

-0.088* 

 

-0.085* 

     

(-1.85) 

 

(-1.79) 

Foreign institution × group 

     

0.146*** 0.121*** 

      

(3.21) (2.61) 

Group 0.001 -0.001 0.004 -0.000 0.008 -0.014 -0.005 

 

(0.14) (-0.06) (0.51) (-0.01) (0.81) (-1.29) (-0.41) 

Firm age -0.029*** -0.034*** -0.023** -0.028** -0.033*** -0.019* -0.021* 

 

(-2.65) (-3.10) (-2.09) (-2.55) (-2.99) (-1.69) (-1.91) 

Firm size 0.030*** 0.038*** 0.025*** 0.031*** 0.038*** 0.023*** 0.021*** 

 

(7.46) (11.43) (6.20) (7.84) (11.16) (5.56) (5.04) 

Risk -0.421** -0.475*** -0.429** -0.473*** -0.490*** -0.453*** -0.394** 

 

(-2.39) (-2.66) (-2.51) (-2.66) (-2.81) (-2.68) (-2.33) 

(Continues) 
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Table 2.4 (Continued) 

               Debt ratio -0.177*** -0.186*** -0.155*** -0.179*** -0.187*** -0.147*** -0.147*** 

 

(-7.83) (-8.28) (-6.63) (-7.77) (-8.29) (-6.17) (-6.21) 

Industry dummies yes yes yes Yes yes yes yes 

Year dummies yes yes yes Yes yes yes yes 

Intercept yes yes yes Yes yes yes yes 

N 895 895 895 895 895 895 895 

R-squared 0.396 0.384 0.413 0.392 0.384 0.413 0.423 
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coefficients are much larger for foreign ownership (0.260) than domestic ownership 

(0.145). In sum, foreign ownership has a much stronger and more positive effect than 

domestic ownership on overall corporate transparency. We suspect that foreign 

institutional investors prefer more corporate transparency to overcome their physical, 

cultural, and institutional legal distances relative to domestic institutional investors.  

One interesting angle is how institutional investors interact with group firms. It is 

well known that pyramidal or circular ownership structures give controlling family much 

greater control of group firms than warranted by actual share ownership (e.g., Bae, Kang, 

and Kim, 2002; Baek, Kang, and Lee, 2006; Bertrand, Mehta, Mullainathan, 2002; Chang, 

2003; Johnson, La Porta, Lopez-de-Silanes, and Shleifer, 2000). The disparity between 

control rights and cash flow rights in turn creates a fertile ground for the agency problem 

between insiders and outsiders (Shleifer and Vishny, 1997). Ex ante this may produce 

more opacity for group firms. This is not supported in Table 2.4 as group firm dummies 

in all models are statistically insignificant. An interesting result is that the coefficients of 

domestic institutional ownership are statistically significant and negative. This reiterates 

the earlier conjecture that domestic institutions, on balance, may act as controlling 

owners rather than as monitors, lowering the transparency of group firms even more than 

the proclivity of group firms to remain opaque. Foreign institutions, on the other hand, 

are net contributors to corporate transparency of group firms.  

2.5.2. Sorting by levels of ownership 

Earlier we found an inverse U-shape relation between institutional ownership and 

corporate transparency from the coefficients of ownership squared terms. In Appendix 2, 

we present univariate evidence on such relationships between institutional ownership and 
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corporate transparency at different levels of institutional ownership for both domestic and 

foreign investors. In this section we investigate such relationship in a multivariate context.  

The inverse U-shape implies that institutional owners can initially improve 

transparency before they have control of the firms they invest in, but after they gain 

controlling interests, they may pursue private control benefit with superior access to 

insider information. That is, as their ownership increases beyond a certain threshold, the 

institutional owners may prefer a more opaque information environment and information 

asymmetry so they can more easily hide their opportunistic behaviors. Before reaching a 

certain ownership threshold, institutional owners may work to improve corporate 

transparency and to protect their wealth from controlling insiders. However, after the 

threshold, they may find their interests more aligned with controlling insiders, which is 

good because they can benefit from access to inside information as partially controlling 

owners. Thus, the effects of institutional ownership shift from positive to negative, 

favoring selective rather than general transparency.  

To test the above argument, we perform regressions, for both domestic and 

foreign ownership, of the overall corporate transparency index using dummies indicating 

different ownership levels (more than 5%, 10%, 30% and 50%, respectively).  The results 

in Table 2.5 show that the effects of foreign institutional ownership are strongly positive 

and statistically significant at 1% for a range of ownership from 5-49%. After 50%, they 

become insignificant, mildly suggesting an inverse U-shape. The fact that they are still 

positive indicates that foreign institutions may act as monitors overall – foreigners may 

not be in a position to benefit from their investments as controlling investors due to 

physical, cultural or institutional distances. So, on balance, they tend to act as monitoring, 
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Table 2.5 

Effects of institutional ownership levels on corporate transparency. 

    This table presents panel regression results of the overall corporate transparency on different domestic and foreign institutional ownership levels. The dependent variable in this 

table is the overall transparency index (details about transparency index are presented in Section 2.3). Control variables are firm age, firm size, debt ratio, and risk. All independent 

variables are defined in Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 

1%, respectively 

  (1) (2) (3) (4) (5) (6) (7) (8) 

Domestic institution (>5%) 0.003 

       

 

(0.39) 

       Domestic institution (>10%) 

 

-0.008 

      

  

(-0.85) 

      Domestic institution (>30%) 

  

-0.023 

     

   

(-1.62) 

     Domestic institution (>50%) 

   

-0.048*** 

    

    

(-3.10) 

    Foreign institution (>5%) 

    

0.042*** 

   

     

(5.35) 

   Foreign institution (>10%) 

     

0.049*** 

  

      

(6.32) 

  Foreign institution (>30%) 

      

0.038*** 

 

       

(3.98) 

 Foreign institution (>50%) 

       

0.012 

        

(0.78) 

Group -0.001 -0.000 0.000 -0.000 0.001 0.002 0.003 0.000 

 

(-0.07) (-0.00) (0.03) (-0.03) (0.17) (0.21) (0.38) (0.02) 

Control variables yes yes yes yes yes yes yes yes 

Industry dummies yes yes yes yes yes yes yes yes 

Year dummies yes yes yes yes yes yes yes yes 

Intercept yes yes yes yes yes yes yes yes 

N 895 895 895 895 895 895 895 895 

R-squared 0.381 0.381 0.383 0.384 0.402 0.411 0.391 0.381 
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contributing to general rather than selective informational transparency. With regards to 

domestic ownership, the coefficients remain statistically insignificant up to 49% 

ownership level, and after 50% it becomes negative and significant. The values of 

coefficients decrease steadily, indicating the tendency of domestic institutional owners to 

act like controlling insiders, even from the low level (5%) of their ownership. This 

underscores support for the control benefit hypothesis for domestic institutional investors.  

2.5.3. Firm-level versus market-level corporate transparency 

In this section, we estimate the effects of domestic and foreign institutional 

ownerships on two components of the overall corporate transparency: firm-level 

transparency (Panel A) and market-level transparency (Panel B). Interestingly, Table 2.6 

shows that the effects of domestic institutional ownership are negative (1 of the 2 

coefficients are statistically significant at 5%) on firm-level transparency but are positive 

(1 of the 2 coefficients are statistically significant at 5%) on market-level transparency. 

This is related to results for the overall corporate transparency which showed ambiguous 

results overall (Tables 2.4 and 2.5), and shows the conflicting roles they play as 

controlling investors (at the firm level) versus monitors (at the market level). This is at 

odds with the widely-held views of institutional investors as monitors (Jensen ,1986; 

Shleifer, 1986; Allen, Bernardo, and Welch, 2000). 

 The effects of foreign institutional ownership are positive and statistically 

significant at 1% on both firm-level and market-level transparency. This may be because 

they act as earnest monitors at the firm level, demanding firms to disclose more, to 

advocate accountability and effective governance, to hire better auditing firms, and so 

forth to overcome their informational disadvantage due to their physical and cultural
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Table 2.6 

Effects of institutional ownership types on firm-level and market-level corporate transparency.  

     These tables present panel regression results of the firm-level transparency and market-level transparency on 

domestic and foreign institutional ownership. Dependent variables in this table are the firm-level transparency index in 

Panel A and market-level transparency index in Panel B (details about firm-level transparency index and market-level 

transparency index are presented in Section 2.3). Control variables are firm age, firm size, debt ratio, and risk. All 

independent variables are defined in Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in 

parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, respectively. 

 

Panel A: Effects of domestic and foreign institutional ownership on firm-level transparency. 

  (1) (2) (3) (4) 

Domestic institution -0.076** 

 

-0.017 

 

 

(-1.97) 

 

(-0.16) 

 Foreign institution 

 

0.129*** 

 

0.228*** 

  

(3.58) 

 

(2.88) 

Domestic institution squared 

  

-0.109 

 

   

(-0.65) 

 Foreign institution squared 

   

-0.174* 

    

(-1.66) 

Group -0.002 0.003 -0.002 0.002 

 

(-0.11) (0.24) (-0.13) (0.14) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.137 0.145 0.137 0.146 

 

Panel B: Effects of domestic and foreign institutional ownership on market-level transparency. 

  (1) (2) (3) (4) 

Domestic institution 0.010 

 

0.175** 

 

 

(0.32) 

 

(2.19) 

 Foreign institution 

 

0.170*** 

 

0.383*** 

  

(5.46) 

 

(6.35) 

Domestic institution squared 

  

-0.301** 

 

   

(-2.36) 

 Foreign institution squared 

   

-0.377*** 

    

(-4.13) 

Group 0.002 0.010 0.001 0.007 

 

(0.15) (0.97) (0.07) (0.67) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.516 0.536 0.519 0.544 

 

distance. At the market level, foreign institutions may be interacting with analysts more 

effectively, or the market may interpret foreign investments as positive and contributory 

to transparency given more transparency in their home countries. Another possibility is 

that institutions may choose more transparent firms for their investments. This is a 
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reverse causality issue to which we return in the next section. Foreign institutional 

ownership also relates positively and significantly to the market-level transparency index.  

 

2.6. Further Empirical Issues 

In this section, we examine the impact of domestic and foreign institutional 

ownership on family controlled or group controlled firms, on the individual transparency 

proxies, and endogeneity issues. 

2.6.1. Impact of domestic and foreign institutional investors for family and group 

firms 
 

A dominant form of corporate organizations in Korea is family firms or group 

firms, and some analysis of the effects of these corporate ownership forms are in order. 

For the period of 2001-2007, we see in Table 2.7, Panel A that 90.9% of all Korean firms 

in the sample lists families as the largest shareholders, followed by foreign institutions 

(3.64%) and domestic institutions (3.05%). For the second largest shareholders, however, 

foreign institutions are most frequent at 14.41% followed by domestic institutions at 

11.96%, showing still sizable influences of institutional owners. Both foreign and 

domestic institutions favor firms affiliated with business groups than non-group firms 

(Panel B), although the degree of family controls (percentage of firms having families as 

the largest shareholders) is even greater at 95.56% for group firms compared to non-

group firms (Panel C). 

In Table 2.8, we examine whether domestic and foreign institutional ownership 

has any impact for family firms and groups firms – the two predominant forms of
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Table 2.7 

Descriptive statistics on shareholder types and group affiliation. 

     This table contains a breakdown of firm-year observations from 2001 to 2007 by the largest and second largest 

shareholder type. The domestic institution category includes domestic financial institutions such as banks, security 

companies, insurance companies, and investment trust funds. The foreign institution category indicates that the 

shareholder is a foreign financial institution. Affiliated firm is a firm affiliated with the same business group. 

Stakeholder includes associations of employee shareholders and stakeholder firms. Management means an executive of 

a management team.  The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, 

and 1%, respectively. 

 

Panel A: All firms by the largest and second largest shareholder types. 

Largest shareholder   Second largest shareholder 

  N %     N % 

Family 814 90.94 

 

Family 27 3.02 

Domestic institution 30 3.05 

 

Domestic institution 107 11.96 

Foreign institution 35 3.64 

 

Foreign institution 129 14.41 

Government 2 0.34 

 

Government 59 6.59 

Affiliated firm 14 1.86 

 

Affiliated firm 29 3.24 

Stakeholders 0 0.17 

 

Stakeholders 83 9.27 

Management 0 0.00 

 

Management 12 1.34 

Foundation 0 0.00 

 

Foundation 6 0.67 

    

Individual investors 7 0.78 

    

Not available 436 48.72 

Total 895 100     895 100 

 

Panel B: Domestic and foreign institutional ownership in group firms vs. non-group firms. 

  Group firms (1) 

 

Non-group firms (2) 

 
Difference (1)-(2) 

 

Mean Median 

 

Mean Median 

 
Mean Median 

Domestic ownership 0.094 0.015 

 

0.057 0.000 

 
0.037*** 0.015*** 

Foreign ownership 0.189 0.167 

 

0.124 0.059 

 
0.065*** 0.108*** 

N 270 

  

625 

     

Panel C: Group firms by the largest and second largest shareholder types. 

Largest shareholder   Second largest shareholder 

  N %     N % 

Family 258 95.56   Family 5 1.85 

Domestic institution 7 2.59 

 

Domestic institution 30 11.11 

Foreign institution 2 0.74 

 

Foreign institution 48 17.78 

Affiliated firm 2 0.74 

 

Affiliated firm 3 1.11 

Government 1 0.37 

 

Government 28 10.37 

    

Stakeholder 42 15.56 

    
Not available 114 42.22 

Total 270 100 

  
270 100 
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Table 2.8 

Effects of institutional ownership on corporate transparency for family and group firms. 

     This table presents the regression results of corporate transparency on domestic and foreign institutional ownership for family and group firms. Family firms are the firms in 

which family is the largest owner category. Dependent variables in this table are the overall transparency index, firm-level transparency index and market-level transparency index 

in Panel B (details about transparency indices are presented in Section 2.3). Control variables are firm age, firm size, debt ratio, and risk. All independent variables are defined in 

Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, respectively. 

 

Panel A: Effects of domestic and foreign institutional ownership for family firms. 

     This panel presents regression results of corporate transparency on domestic and foreign institution where family owners are the largest shareholders.  

  Transparency index   Firm-level transparency index   Market-level transparency index 

  (1)   (2)   (3) 

Domestic institution -0.028   -0.054   -0.002 

 
(-0.76) 

 

(-0.96) 

 

(-0.05) 

Foreign institution 0.199*** 

 

0.126** 

 

0.271*** 

 
(5.90) 

 

(2.51) 

 

(7.63) 

Group 0.005 

 

-0.002 

 

0.013 

 
(0.56) 

 

(-0.15) 

 

(1.18) 

Control variables yes 

 

yes 

 

yes 

Industry dummies yes 

 

yes 

 

yes 

Year dummies yes 

 

yes 

 

yes 

Intercept yes 

 

yes 

 

yes 

N 814 

 

814 

 

814 

R-squared 0.383 

 

0.126 

 

0.537 

 



87 
 

Table 2.8 (Continued) 

Panel B: Effects of domestic and foreign institutional ownership on corporate transparency of group firms.  

     This panel presents panel regression results of the individual corporate transparency proxies on domestic and foreign institutional ownership. Control variables are firm age, 

firm size, debt ratio, and risk. All independent variables are defined in Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** 

imply two-tail significance at 10%, 5%, and 1%, respectively 

  Transparency index   Firm-level transparency index   Market-level transparency index 

  (1) (2)   (3) (4)   (5) (6) 

Domestic institution 0.037 

  

-0.027 

  

0.100*** 

 

 

(1.25) 

  

(-0.54) 

  

(2.71) 

 Domestic institution × group -0.088* 

  

-0.040 

  

-0.136** 

 

 

(-1.86) 

  

(-0.53) 

  

(-2.34) 

 Foreign institution 0.125*** 

  

0.084** 

  

0.166*** 

 

 

(5.32) 

  

(2.31) 

  

(5.09) 

 Foreign institution × group 0.135*** 

  

0.207*** 

  

0.063 

 

 

(2.91) 

  

(2.83) 

  

(1.23) 

 Largest domestic institution owner 

 

-0.027 

  

-0.055** 

  

0.001 

  

(-1.35) 

  

(-2.00) 

  

(0.05) 

Largest domestic institution owner × group 

 

0.102*** 

  

0.155*** 

  

0.049 

  

(3.09) 

  

(2.87) 

  

(1.05) 

Largest  foreign institution owner 

 

-0.001 

  

-0.004 

  

0.001 

  

(-0.08) 

  

(-0.16) 

  

(0.07) 

Largest foreign institution owner × group 

 

-0.050** 

  

-0.091* 

  

-0.009 

  

(-2.30) 

  

(-1.90) 

  

(-0.24) 

Group -0.005 -0.004 

 

-0.022 -0.009 

 

0.013 0.001 

 

(-0.36) (-0.41) 

 

(-1.08) (-0.60) 

 

(0.88) (0.11) 

Control variables yes yes 

 

yes yes 

 

yes yes 

Industry dummies yes yes 

 

yes yes 

 

yes yes 

Year dummies yes yes 

 

yes yes 

 

yes yes 

Intercept yes yes 

 

yes yes 

 

yes yes 

N 895 895 

 

895 895 

 

895 895 

R-squared 0.415 0.385 

 

0.155 0.140 

 

0.541 0.517 
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business organizations in Korea. Institutions are second largest owners after family for 

these firms. In family firms (firms where families are the largest shareholders), the effects 

of domestic institutions are non-existent, i.e., statistically in-significant in all models 

(Panel A). Foreign institutions have statistically significant and positive effects in all 

models. Both of these results confirm earlier findings in the basic models (Table2.4-2.6).  

Panel B presents similar estimations for firms affiliated with business groups. 

Domestic institutions are shown to have positive impact on market-level transparency, 

but none on firm-level or overall corporate transparency. Foreign institutions have 

positive and significant effects in all models. This again confirms the basic findings 

above, with institutional investors as second largest investors after family for group firms.  

The interaction terms with group dummies show that domestic institutions have 

negative effects on corporate transparency in all three models (significant in market-level 

and overall transparency). As before, the effects of foreign institutions are significant and 

positive in all three models, and the interaction terms with group dummies are also 

positive (and significant in 2 out of 3 models).  

2.6.2. Individual transparency proxies 

Table 2.9 shows the effects of domestic and foreign ownership on individual 

proxies used for firm-level and market-level corporate transparency indices. It is 

interesting that, of the 8 individual proxies, only one is shown to be significantly 

associated with domestic institutional ownership, and the effect is negative (Panel A). It 

appears that accrual quality is an area of major concern that may be worsened even 

further due to involvement by domestic institutions who may act in the interest of
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Table 2.9 

Effects of institutional ownership on individual transparency proxies. 

    This table presents panel regression results of the individual corporate transparency proxies on domestic and foreign institutional ownership. Control variables are firm age, firm 

size, debt ratio, and risk. All independent variables are defined in Table 2.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** 

imply two-tail significance at 10%, 5%, and 1%, respectively. 

 

Panel A: Domestic institutional ownership on individual transparency proxies. 

  Firm-level attributes   Market-level attributes 

  

Accrual  

quality Persistence  

Value 

 relevance Timeliness   

Bid-ask  

spread 

Analyst 

 following 

Forecast  

error 

Forecast  

dispersion 

Domestic institution -0.026** -0.146 -0.064 -0.011 

 

-0.002 -0.001 1.692 0.015 

 

(-2.00) (-1.53) (-0.81) (-0.17) 

 

(-0.78) (-0.03) (1.10) (0.67) 

Group -0.003 -0.087*** 0.024 0.029 

 

-0.000 -0.003 0.216 -0.015* 

 

(-1.15) (-2.94) (1.12) (1.39) 

 

(-0.20) (-0.27) (0.58) (-1.71) 

Control variables yes yes yes yes 

 

yes yes yes yes 

Industry dummies yes yes yes yes 

 

yes yes yes yes 

Year dummies yes yes yes yes 

 

yes yes yes yes 

Intercept yes yes yes yes 

 

yes yes yes yes 

N 895 895 895 895 

 

895 895 895 895 

R-squared 0.231 0.188 0.071 0.070   0.216 0.487 0.047 0.174 

 

Panel B: Foreign institutional ownership on individual transparency proxies. 

  Firm-level attributes   Market-level attributes 

  

Accrual  

quality Persistence  

Value 

 relevance Timeliness   

Bid-ask  

spread 

Analyst 

 following 

Forecast  

error 

Forecast  

dispersion 

Foreign institution 0.014** 0.481*** -0.149** 0.013 

 

0.001 0.253*** -3.145 -0.087*** 

 

(2.20) (5.26) (-2.55) (0.22) 

 

(0.76) (5.98) (-1.08) (-3.40) 

Group -0.003 -0.066** 0.015 0.030 

 

-0.000 0.009 0.091 -0.019** 

 

(-1.06) (-2.26) (0.72) (1.38) 

 

(-0.16) (0.73) (0.21) (-2.17) 

Control variables yes yes yes yes 

 

yes yes yes yes 

Industry dummies yes yes yes yes 

 

yes yes yes yes 

Year dummies yes yes yes yes 

 

yes yes yes yes 

Intercept yes yes yes yes 

 

yes yes yes yes 

N 895 895 895 895 

 

895 895 895 895 

R-squared 0.225 0.216 0.076 0.070   0.215 0.516 0.048 0.187 
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controlling investors rather than monitors. It is also noteworthy that business group 

dummies have significant and negative effects on two proxies – earnings persistence and 

analysts forecast dispersion – in both panels.  

In contrast, foreign institutional ownership is significantly related to five proxies 

out of eight (Panel B). Signs of individual proxies that are statistically significant are 

interesting. For the firm-level transparency attributes, foreign institutional ownership is 

shown to have a positive effect on accrual quality and earnings persistence, and 

negatively on value relevance. This means that firms with high foreign institutional 

ownership tend to report better earnings quality (accrual quality) and have more 

transparent information dissemination (persistence), but less information reliability 

concerning the firm value (value relevance). With this inference, we may argue that 

foreign firms might not choose firms that are already transparent, but rather they tend to 

improve corporate transparency of firms because the main purpose of their investment 

might be value-related. The implication is that foreign institutional investors improve 

firm-level transparency, rather than the other way around. In other words, if foreign 

owners pick firms already transparent, they might choose firms that are more value-

relevant.  

Regarding market-level transparency proxies, foreign institutional ownership is 

positively related to analyst followings and negatively to forecast dispersion (Panel B). 

Given that the regression model is already controlled for firm size and firm age, high 

analyst followings means that either better information is being produced by the larger 

number of analysts (making the firm’s information environment more transparent) or that 

analysts tend to follow more transparent firms because it is easier to monitor and to 
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analyze the firms. However, information produced by the larger number of analysts 

following seems to be uninformative since the regression results of analysts' forecast 

dispersion on foreign institutional ownership is negative and significant.  

Combining the arguments on both firm-level and market-level results for foreign 

institutions, we could infer that market participants may get a signal that foreign 

institutional ownership relates to higher firm-level transparency but it may be uncertain 

whether they may not improve corporate transparency by producing their own 

information; or this could be the result of the poor value relevance associated with 

foreign institutional investors. This inference is partial to the possibility that foreign 

institutions may improve corporate transparency rather than the reverse that foreign 

investors pick already transparent firms. This conjecture is tested more formally in the 

following section. 

2.6.3. Endogeneity 

Thus far we worked with the effect of exogenous ownership variables on 

transparency. However, it is also plausible that ownership may also depend on corporate 

transparency, i.e., institutional investors may also choose firms that are transparent. We 

commented on this possibility of reverse causality at the end of the previous section. Now 

we address this formally using two stage least square estimation and Granger causality 

test.  

2.6.3.1. Two stage least square estimation 

Thus far we have estimate corporate transparency as a function of institutional 

ownership (domestic and foreign) and other firm specific variables. However, domestic 

and foreign institutional ownership may be determined by corporate transparency and 
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thus may need to be determined endogenously. In Korea, the financial markets were 

opened in the aftermath of the Asian Financial Crisis (1997-1998). In this case, foreign 

institutions' investment decisions may especially be determined by transparency. Thus, 

we now estimate the institutional ownership (domestic and foreign) endogenously in the 

first stage, and use their estimated values for the estimation of corporate transparency in 

the second stage, using the two stage least square model. We use lagged ownership 

variables (domestic, foreign, and family ownership) to estimate how previous ownership 

structures affect institutional ownerships. We put ROAt-1 and risk t-1 to estimate the 

relation between previous performance and risk factor. DRt-1 is included because it is a 

signal of better corporate transparency and more information availability. Debt ratiot-1 is 

also used as an explanatory variable to measure the relation between capital structure and 

institutional investment. Firm aget-1 is also included. As firms get old, institutional 

ownership preference may affect the institutional ownership because of growth options, 

etc. To estimate domestic institution, we use dividend yieldt-1 because domestic 

institutions may want fixed income effects from their investment. For foreign institution 

estimation, we include export ratiot-1, because higher exports may relate to more 

information abroad. 

In Table 2.10, we report the first stage regression results. All independent 

variables are lagged.  Domestic institutional ownership relates to ROAt-1, and lagged 

domestic institutional ownership. Also domestic institutional ownership negatively 

relates to foreign ownership. Foreign ownership is shown to be positively related to 

lagged ROA, firm risk, and domestic institutional ownership as well as its own lagged 
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Table 2.10 

Endogeneity issues: Two stage least square estimation. 

     The domestic institutional ownership, foreign institutional ownership and group affiliation are estimated in the first 

stage, and the predicted values are used in the second stage regressions of transparency indices. All independent 

variables in the first stage, except for industry and year dummies and constant, are one-year lagged. The sample period 

is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, 

and 1%, respectively. 

 

Panel A:  First stage estimation of domestic institutional ownership, foreign institutional ownership, and group 

affiliation. 

  Domestic institution Foreign institution 

Firm aget-1 0.007 -0.004 

 

(0.54) (-0.35) 

Risk t-1 0.030 0.299** 

 

(0.08) (2.18) 

Debt ratio t-1 0.039 -0.024 

 

(1.42) (-1.32) 

ROAt-1 0.011** 0.008** 

 

(2.06) (2.30) 

DR t-1 -0.024 -0.003 

 

(-1.13) (-0.22) 

Domestic institutiont-1 0.437*** 0.071** 

 

(5.35) (2.12) 

Foreign institutiont-1 -0.077*** 0.909*** 

 

(-2.89) (36.72) 

Family t-1 0.013 -0.006 

 

(0.39) (-0.26) 

Dividend yield t-1 0.263 

 

 

(0.96) 

 Export ratio t-1 

 

-0.027** 

  

(-2.44) 

Group t-1 -0.001 -0.011 

 

(-0.05) (-1.13) 

Industry dummies yes yes 

Year dummies yes yes 

Intercept yes yes 

N 606 606 

R-squared 0.407 0.844 

 

Panel B: Second stage regression of corporate transparency indices. 

  Transparency index 

 

Firm-level  

transparency index   

Market-level 

transparency 

  (1) (2)   (3) (4)   (5) (6) 

Domestic institution(predicted) -0.117* 

  

-0.184* 

  

-0.050 

 

 

(-1.72) 

  

(-1.80) 

  

(-0.59) 

 Foreign institution(predicted) 

 

0.204*** 

  

0.167*** 

  

0.240*** 

  

(5.76) 

  

(3.39) 

  

(5.15) 

Group 0.012 0.024** 

 

0.018 0.027 

 

0.007 0.022* 

 

(1.12) (2.18) 

 

(1.07) (1.52) 

 

(0.52) (1.71) 

Control variables yes yes 

 

yes yes 

 

yes yes 

Industry dummies yes yes 

 

yes yes 

 

yes yes 

Year dummies yes yes 

 

yes yes 

 

yes yes 

Intercept yes yes 

 

yes yes 

 

yes yes 

N 606 606 

 

606 606 

 

606 606 

R-squared 0.372 0.407   0.131 0.141   0.519 0.549 
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values, and negatively to export ratios. Predicted values of the first stage estimations for 

the two variables are then used in the second stage. 

The second stage estimation in Panel B basically replicates the basic regressions 

in Table 2.4, except for the squared terms. Again, domestic institutions show negative or 

insignificant effects on transparency indices and foreign institutions have a strong and 

positive effect in all models. These results also support the previous argument. 

2.6.3.2. Granger causality tests 

To more directly test the possibility of a reverse causality that institutional 

investors may choose transparent firms, we now employ a series of the Granger causality 

test in Table 2.11. First, we test whether corporate transparency causes institutional 

ownerships. The results in Panel A shows that none of the coefficients of transparency 

indices – at the aggregate level or firm-level or market-level – lagged up to year 3 are 

statistically significant in the domestic institutional ownership estimations. All significant 

variables are its own, i.e., lagged domestic equations up to year 3. This is not consistent 

with the notion that domestic institutions choose already transparent firms for 

investments. 

In the foreign institutional ownership equation, again, none of the lagged 

transparency variables are significant. The one significant variable at 10% is the overall 

transparency index lagged by two years. However, its sign is negative, indicating that 

foreign institutions choose less transparent firms. This does not make sense and its 

significance is marginal anyway. The only other significant variable is its own one year-

lagged foreign institutional ownership. On the whole, the inference is the same as for 

domestic investors – there is no Granger causality from transparency to institutional
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Table 2.11 

Endogeneity issue: Granger causality test.  

      This table tests Granger causality between corporate transparency and institutional ownership using time series 

panel regressions. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** 

imply two-tail significance at 10%, 5%, and 1%, respectively. 
  

Panel A: Tests of causality from corporate transparency to institutional ownership. 

If the null hypothesis is rejected, there is Granger causality from corporate transparency to domestic/foreign 

institutional ownership. H0: The coefficients of corporate transparency indices are not different from zero. 

  Domestic institution   Foreign institution 

  (1) (2) (3)   (4) (5) (6) 

Transparency indext-1 0.021 

   

0.050 

  

 

(0.26) 

   

(0.70) 

  Transparency indext-2 -0.046 

   

-0.159* 

  

 

(-0.44) 

   

(-1.77) 

  Transparency indext-3 0.068 

   

0.073 

  

 

(0.86) 

   

(1.05) 

  Firm-level transparency indext-1 

 

-0.031 

   

0.008 

 

  

(-0.51) 

   

(0.14) 

 Firm-level transparency indext-2 

 

0.013 

   

-0.084 

 

  

(0.16) 

   

(-1.22) 

 Firm-level transparency indext-3 

 

0.023 

   

0.073 

 

  

(0.38) 

   

(1.41) 

 Market-level transparency indext-1 

  

0.043 

   

0.034 

   

(0.81) 

   

(0.72) 

Market-level transparency indext-2 

  

-0.041 

   

-0.085 

   

(-0.63) 

   

(-1.44) 

Market-level transparency indext-3 

  

0.046 

   

-0.005 

   

(0.84) 

   

(-0.10) 

Domestic institutiont-1 0.406*** 0.402*** 0.406*** 

    

 

(10.42) (10.29) (10.51) 

    Domestic institutiont-2 0.223*** 0.224*** 0.226*** 

    

 

(5.82) (5.82) (5.88) 

    Domestic institutiont-3 0.110*** 0.109*** 0.107*** 

    

 

(3.33) (3.28) (3.26) 

    Foreign institutiont-1 

    

0.877*** 0.878*** 0.877*** 

     

(16.72) (16.81) (16.83) 

Foreign institutiont-2 

    

-0.084 -0.090 -0.077 

     

(-1.09) (-1.17) (-1.00) 

Foreign institutiont-3 

    

0.105* 0.097 0.114* 

     

(1.69) (1.58) (1.83) 

Intercept yes yes yes 

 

yes yes yes 

Observations 259 259 259 

 

259 259 259 

R-squared 0.491 0.489 0.493 

 

0.825 0.825 0.825 

F-value to test H0  0.46  0.15 0.82     1.11  0.73 1.04  
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Table 2.11 (Continued) 

Panel B: Tests of causality from institutional ownership to corporate transparency.      

If null hypothesis is rejected, there is Granger causality of domestic/foreign institutional ownership on corporate 

transparency.  

H0: The coefficients of domestic/foreign institutional ownership are not different from null. 

  Transparency index   

Firm-level  

transparency index   

Market-level 

transparency index 

(1) (2)   (3) (4)   (5) (6) 

Domestic institutiont-1 -0.030 

  

0.019 

  

-0.081* 

 

 
(-0.93) 

  

(0.43) 

  

(-1.84) 

 Domestic institutiont-2 0.049 

  

-0.011 

  

0.090** 

 

 
(1.56) 

  

(-0.25) 

  

(2.06) 

 Domestic institutiont-3 0.014 

  

-0.012 

  

0.049 

 

 
(0.50) 

  

(-0.32) 

  

(1.31) 

 Foreign institutiont-1 

 

0.090* 

  

0.071 

  

0.124* 

  

(1.82) 

  

(1.08) 

  

(1.84) 

Foreign institutiont-2 

 

0.058 

  

0.008 

  

0.117 

  

(0.81) 

  

(0.09) 

  

(1.18) 

Foreign institutiont-3 

 

-0.056 

  

-0.013 

  

-0.103 

  

(-0.96) 

  

(-0.17) 

  

(-1.29) 

Transparency indext-1 0.747*** 0.702*** 

      

 
(11.32) (10.59) 

      Transparency indext-2 0.162* 0.120 

      

 
(1.89) (1.42) 

      Transparency indext-3 -0.024 0.004 

      

 
(-0.37) (0.06) 

      Firm-level transparency indext-1 

   

0.819*** 0.798*** 

   

    

(12.28) (11.96) 

   Firm-level transparency indext-2 

   

-0.012 -0.011 

   

    

(-0.14) (-0.13) 

   Firm-level transparency indext-3 

   

0.035 0.048 

   

    

(0.52) (0.73) 

   Market-level transparency indext-1 

      

0.611*** 0.555*** 

       

(10.03) (9.08) 

Market-level transparency indext-2 

      

0.180** 0.121 

       

(2.43) (1.59) 

Market-level transparency indext-3 

      

0.118* 0.130** 

       

(1.91) (2.13) 

Intercept yes yes 

 

yes yes 

 

yes yes 

Observations 259 259 

 

259 259 

 

259 259 

R-squared 0.701 0.714 

 

0.693 0.698 

 

0.668 0.678 

F-value to test H0 0.98 5.03   0.10 1.54   2.56 5.25 

 

 

ownership. Thus we reject the “reverse causality” that foreign institutional investors may 

choose transparent firms. 

Panel B tests whether there is a Granger causality from institutional ownership to 

transparency. The result on domestic institutional ownership is mixed; domestic 

institutions have no significant effect on overall transparency or firm-level transparency, 
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but the first-year and second-year domestic institutional ownership terms have marginally 

significant, albeit conflicting in signs, effects on market-level transparency. This mirrors 

similar insignificant to mixed effects of domestic institutions found in basic regressions. 

Foreign ownership one-year lagged variable has a positive effect on transparency in three 

models (and significant at 10% in two). This result is slightly weaker than that found for 

foreign institutions in the basic regressions. From this we may infer that market 

participants perceive that high foreign institutional ownership may result in more 

transparent informational environment, but its effect on firm-level transparency is less 

significant.  

Overall the results from Granger causality tests suggest that the causality may run 

from institutional ownership to transparency, not vice versa. 

 

2.7. Conclusion 

The conventional perception of the relationship between institutional ownership 

and corporate transparency is that institutional investors are monitors of management to 

promote corporate transparency to protect the interests of shareholders against possible 

agency problems of controlling owners. This perception, however, is too simple to 

explain the dynamics of ownerships especially when the power of controlling insiders is 

strong because of inadequate institutional infrastructure (Shleifer and Vishny, 1997).   

We argue that, depending on the tradeoff between benefits and costs of promoting 

general versus selective informational environments, the intuitional owners may actually 

act differently with respect to their role in corporate transparency. In accordance with the 

agency theory, we posit that if the benefits from pursuing selective informational access 
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as controlling owners are greater than the benefits from general corporate transparency as 

managerial monitors, institutional owners may act to increase or decrease corporate 

transparency. We find that domestic institutional investors, on balance, have an 

ambiguous effect on corporate transparency while foreign institutional investors have a 

clearly positive effect on corporate transparency. 

To examine this further, we construct corporate transparency indices at the firm-

level and market-level. Institutional investors, whether domestic or foreign, may have 

roles as monitors that may affect positively on market-level transparency. However, 

domestic investors may also be tempted to exploit their private control benefits and to 

maintain their insider information advantages, resulting in an increase in selective 

transparency but a decrease in general corporate transparency. Foreign institutional 

investors, without such opportunities to pursue private benefits due to physical, cultural, 

or institutional differences, tend to promote general corporate transparency at both firm 

and market levels.  

We hope our paper initiates a new angle regarding the roles of institutions as they 

relate to corporate information and ownership. We believe the corporate transparency 

index we construct may have value beyond this particular topic. Clearly, future work will 

validate the extent to which the findings of this paper can be generated to other emerging 

markets or even to developed countries as well. The role of specific financial institutions 

is also open as a research issue. Much remains to be done in the area of ownership and 

information economics. 
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CHAPTER 3 

 

ARE FAMILY FIRMS OPAQUE? EFFECTS ON EARNING-BASED AND 

MARKET-BASED TRANSPARENCY 

 

3.1. Introduction  

The importance of controlling family ownership has surged under a new trend of 

agency theory that focuses on agency conflicts between controlling owners and non-

controlling owners (Schleifer and Vishny, 1997). Controlling family ownership is 

prominent not only in emerging markets, but also in developed markets. The agency 

theory predicts that controlling family owners may pursue their private control benefits, 

thus harming the firms' performance. However, given their undiversified wealth invested 

in their firms, longer-term investment horizon, and concern for family reputation, they 

may promote firm performance (Anderson and Reeb, 2003). However, the empirical 

results on controlling family owners role related to firm performance have been 

conflicting between developed market research and emerging market research.  

In developed markets, researchers report that controlling family owners promote 

firm value (Anderson and Reeb, 2003; Marticainen, Nikkinen, and Vähämaa, 2009). 

However, in emerging markets where investor protection is weak, the results show a 

negative relation between controlling family owners and firm performance (e.g., Baek, 

Kang, and Park, 2004; Barth, Gulbrandsen, and Schøne, 2005). With these mixed results, 

there could be different impacts of controlling family owners on the firm's corporate 

information environment between developed markets and emerging markets. 

In earnings management literature, Leuz, Nanda and Wysocky (2003) argue that 

controlling family owners consume private control benefits and are expected to prefer a 
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more opaque information environment to hide such agency conflicts. Gopalan and 

Jayaraman (2012) find a positive relationship between private control benefit 

consumption and earnings management in emerging markets. In transparency literature 

related to developed market firms, Anderson et al. (2009) find that family firms are more 

opaque than non-family firms with opacity indices that are constructed with proxies 

related to market participants such as analysts, market-makers, and investors in the U.S. 

However, the question of dynamics among controlling family owners and market 

participants determining overall corporate transparency is still unanswered - how 

controlling family owners decide to disseminate firm specific information and how 

market participants perceive the family firm's corporate transparency and produce 

information based on firm-specific information. 

In more detail, controlling family owners can make decisions on disseminating 

information either directly to outside investors, or indirectly through intermediaries, as 

well as the quality of information being disseminated. Once information has been 

disseminated, market participants such as financial analysts, market makers and investors 

add their analysis and opinions. Thus, the quality and quantity of information from firms 

(earning-based transparency) and from market participants (market-based transparency) 

determines overall corporate transparency. However, existing empirical works on 

corporate transparency have focused either on earning-based transparency (e.g., Schipper 

and Vincent, 2003; Francis, Nanda, and Olsson, 2008) or on market-based transparency 

(Callahan, Lee, and Yohn, 1997; Choi, Lam, Sami and Zhou, 2013; Anderson, Duru, and 

Reeb, 2009) and there are still open issues for overall corporate transparency.  
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Controlling owners can pursue private control benefits and may want a more 

opaque information environment, because corporate opacity can make it harder for 

outsiders to detect such misbehavior. Thus, the agency theory predicts that controlling 

family ownership may negatively relate to corporate transparency. 

However, the undiversified wealth, long-term investment horizon, and concern for 

reputation may also lead controlling owners to prefer more corporate transparency. 

Controlling owners may consider both the benefits from corporate transparency and the 

costs of corporate transparency. Benefits of transparency, such as low cost of capital, 

reduced managerial agency costs, reduced estimation errors, and helping corporate 

insiders make optimal decisions, may outweigh the costs of becoming transparent. On the 

other hand, controlling family owners may not want their firms’ value to be discounted 

from corporate opacity. Thus, the controlling owner goals may match with the firm's 

goals, and controlling family ownership may have a positive impact on corporate 

transparency.   

To test the above dynamics between family ownership and corporate transparency, 

we develop different levels of corporate transparency indices (overall, earning-based and 

market-based transparency indices). Earning-based information quality and quantity is 

determined by financial reporting, voluntary disclosure, and timeliness. Schipper and 

Vincent (2003) emphasize the quality of financial reporting (earnings quality) among 

three, and Francis et al. (2008) report that earnings quality has a high correlation with 

voluntary disclosure levels. Thus, we use earnings quality proxies to build a earning-

based transparency index. For the market-based transparency index, we use transparency 

proxies related to analysts, market makers, and investors. Lastly, we use both earning-
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based transparency proxies and market-based proxies to construct an overall transparency 

index. 

In South Korean firms, we find that family ownership has no impact on overall 

corporate transparency. However, gets more interesting with results in earning-based and 

market-based transparency indices. We find that family ownership has a positive 

relationship to earning-based transparency. This supports the notion that controlling 

owners may improve corporate transparency because of concern for their concentrated 

wealth, long-term goals, and reputation, and may wish to reap the benefits of corporate 

transparency from the external market, instead of value discount by the market. From 

these results, we argue that family owners may try to improve corporate transparency. 

In contrast, family ownership has a negative relationship to market-based 

transparency. Given that family ownership has a positive relation to the earning-based 

transparency index, this discrepancy may exist because it could be harder for market 

participants to acquire insider governance related information such as future strategy. 

Alternatively, family owners have been suspected as agents of problems who pursue 

private control benefits. Thus, market participants, who do not have the ability to judge 

the quality of earning-based information, may perceive firms with higher family 

ownership as more opaque. In further analysis of individual transparency proxies, we 

found that the second explanation has more support.  

Our results are consistently supported by analyses of individual transparency 

proxies, family ownership sorting, and group affiliation. Also, our results are robust after 

controlling for endogeneity issues. In short, family owners may want to promote 

transparency and this leads to better earning-based transparency. However, market 
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participants may have difficulty producing better market-based transparency and may 

discount earning-based transparency. With this offsetting effect between family owners 

and market participants, family ownership has no impact on overall corporate 

transparency.   

This paper contributes to the corporate transparency literature in several ways. 

First, we distinguish between and compare earning-based and market-based corporate 

transparency, as well as overall corporate transparency. Second, we introduce the 

dynamics among controlling family owners and market participants. Third, we find that 

controlling family owners may want to promote corporate transparency, but market 

participants may perceive family firms as more opaque 

The remainder of this paper is organized as follows: Section 3.2 introduces 

hypotheses, Section 3.3 presents the estimation of transparency measures, Section 3.4 

describes data, and Section 3.5 reports main results. Section 3.6 deals with robustness 

check, and Section 3.7 concludes all findings. 

  

3.2. Hypotheses development  

Shleifer and Vishny (1997) argue that controlling owners can mitigate agency 

problems from separation of ownership and control, but may create agency problems 

between controlling owners and minority shareholders, pursuing private control benefits. 

However, if outsiders detect such consumption of private control benefits, it will invite 

external punishment (e.g., Zingales, 1994). As a result, the controlling owners may prefer 

an opaque information environment to conceal their opportunistic behavior (Langs, Lins, 

and Miller, 2004). The existence of such agency problems is documented by literature. 
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For example, Leuz et al. (2003) argue that controlling shareholders manage earnings 

more to conceal such private control benefits. Gopalan and Jayaraman (2012) find a 

negative correlation between consumption of private control benefits and corporate 

transparency, especially agency problems with controlling family. Anderson et al. (2009) 

also report that family owners may use corporate opacity to pursue their private control 

benefits. With this agency problem, we can expect that the controlling insiders' 

ownership have a negative impact on corporate transparency. From here we develop 

hypothesis 3.1a. 

Hypothesis 3.1a: Family ownership has a negative impact on corporate transparency, all 

other things being equal. 

Family owners may have concern for their firm value discount in the markets 

from corporate opacity. Undiversified portfolios of family owners’ wealth, long-term 

investment horizon and concern for their family reputation with relation to their firms 

(Demsetz and Lehn, 1985; Anderson and Reeb, 2003) may add more concern on the firm 

value discount. The discount would be in the form of high cost of capital, low liquidity 

(high bid-ask spread) and no investment for future positive net present value projects. 

However, if they choose to be transparent, these discounts would be turned into benefits 

from corporate transparency. From this, family owners may promote corporate 

transparency and we develop hypothesis 3.1b. 

Hypothesis 3.1b:  Family ownership has a positive impact on corporate transparency, all 

other things being equal. 
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3.3. Estimating framework 

As we mentioned above, corporate transparency can be determined by earning-

based corporate transparency and market-based transparency. Thus, we develop not only 

an overall corporate transparency index, but also an earning-based and market-level 

corporate transparency index. We introduce how we develop our indices and introduce 

individual proxies we use to build the indices.  

3.3.1. Earning-based corporate transparency proxies 

The earning-based corporate transparency consists of quality and quantity of 

information disseminated by a firm. More specifically, the quality and quantity of 

financial reporting, voluntary disclosure, and timeliness of information determines the 

earning-based corporate transparency. Among these three factors, Schipper and Vincent 

(2003) emphasizes that the quality of financial reporting is the most important, especially 

earnings quality, and Francis et al. (2008) documents that the earnings quality is highly 

correlated with voluntary disclosure level. Following these findings, earnings quality has 

been used in various researches as a proxy for earning-based corporate transparency (e.g., 

Leuz et al., 2003; Barth, Landsman and Lang, 2008; Lang, Lins and Maffet, 2012).  

However, the proxies used in several papers are not standardized and are rarely 

incorporated. Thus, we develop an earning-based corporate transparency index, which is 

inspired by the opacity index of Anderson et al. (2009).  

Dechow and Schrand (2004) define earnings quality as "earnings to be of high 

quality when the earnings number accurately annuitizes the intrinsic value of the firm. In 

other words, they argue that "a high-quality earnings number is one that accurately 

reflects the company's current operating performance, is a good indicator of future 
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operating performance, and is a useful summary measure for assessing firm value.” To 

measure the earnings quality above, we use four earnings attributes (Francis, LaFond, 

Olsson, and Schipper, 2004) that determine earnings quality: accrual quality, persistence, 

value relevance and timeliness to build the earning-based transparency index. We 

introduce our earning-based transparency proxies below. 

Accrual quality 

Accrual quality (Dechow and Dichev, 2002) is the most widely used earnings 

attribute for earnings quality. Under the assumption that managers use accruals to adjust 

inter-temporal mismatch in earnings and cash flow, the accruals map cash flow more 

precisely, and are considered as more desirable for better earnings quality (Harris, Huh, 

and Fairfield, 2000). Accrual quality is important because accrual errors can be an output 

of opportunistic earnings management or innocent estimation errors (Dechow and 

Schrand, 2004). However, these errors hinder the real earning numbers and damage 

earnings quality. Here, we measure this accrual quality following the model developed by 

Dechow and Dichev (2002). They assume that current accruals relate to past, current and 

future cash flows and estimating accrual errors is the magnitude of the residual. We 

follow Francis et al. (2004) to measure accrual quality: 

     

         
          

        

           
     

      

         
     

        

           
                    (   ) 

where total accrual (TAj,t) is change in current assets plus change in debt in current 

liabilities minus change in current liabilities and change in cash. OCF is the cash flow 

from operation. To obtain a firm observation's accrual quality from each year, we use ten 

year residuals of Equation (3.1) including year t and previous 9 years. The standard 
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deviation of the ten year residuals multiplied by -1 is accrual qualityj,t.   Thus, a higher 

value of accrual qualityj,t  means better transparency. 

Persistence 

High quality earnings that represent intrinsic value of a firm are likely to be 

persistent (Dechow and Schrand, 2004). The high quality present earnings may have 

more information for future earnings, without noise. We measure persistence, following 

Francis et al. (2004): 

          EaningsPerSharej,t= β0,j + β1,j EarningsPerSharej,t-1 +φj,t                                   (3.2) 

where EarningsPerSharej,t is the net income before extraordinary items over the weighted 

average of shares outstanding in year t for firm j. Variable persistencej,t is the β1  in the 

above model and Autoregressive model of order one (AR1) is used with a ten year 

window. The higher value of persistencej,t  relates to better transparency. 

Value Relevance 

The value relevance is proxy for information reliability of earnings (Francis et al. 

2004). The model is constructed to measure the power of earnings to explain return 

variation and thus higher value relevance relates to more transparency. To measure value 

relevance, we follow Francis and Schipper (1999), Collins, Maydew, and Weiss (1997), 

and Bushman, Chen, Engei, and Smith (2004): 

Returnj,t = δ0,j  +  δ1,j Earningsj,t  + δ2,j ΔEarningsj,t  + j,t                                  (3.3) 

where Returnj,t is firm j's  15-month return at the three months after the end of the fiscal 

year t. Earningsj,t  is the firm j's net income before extraordinary at year t deflated by the 

market value of year t-1. The ΔEarningsj,t  is the firm j's change of Earnings from year t-1 

to year t deflated by market value of firm j at year t-1. We also use the ten year window 
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for each firm observation. The value relevance is the explanatory power of Equation (3.3) 

and we use adjusted R
2
 of the Equation (3.3) for value relevance. The larger the value 

relevance, the more transparency there is. 

Timeliness 

Timeliness is used to measure how earnings capture the changes in market value 

of (Ball, Kothari, and Robin, 2000; Francis et al., 2004). We followed Ball et al. (2000): 

           Earningsj,t  = γ0,j + γ1,j Negativej,t+γ2,j Returnj,t + γ3,j Negativej,t×  Returnj,t+ςj,t   (3.4) 

where Returnj,t is change in market value of equity. Negativej,t is 1 if Returnj,t is negative 

and 0 otherwise. We also use 10-year intervals as for other estimations for each firm-year 

observation. Timeliness is the explanation power of above Equation (3.4) and we use 

adjusted R
2
 as timeliness. The higher value of timeliness indicates better transparency. 

3.3.2. Market-based corporate transparency proxies 

The market-based transparency is determined by the proxies produced from third 

party financial agencies and market condition, such as the number of analysts following 

(analyst following), analyst forecasting error (forecast error), analyst forecasting 

dispersion (forecast dispersion) and bid-ask spread.  

Analyst following 

 Analyst following is defined as the natural log of the number of analysts 

following a firm. Anderson et al. (2009) argue that the number of analysts following is a 

proxy for the total “intensity of market scrutiny" for a firm. Under the assumption that 

there is no free riding, the larger number of analysts following a firm may produce more 

information for the firm. Thus, the more analysts following, the more transparent the firm 

is. However, Dahiya, Iannotta, and Navone (2011) point out reverse causality that 
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analysts may not want to follow opaque firms, and may want to follow more transparent 

firms. In both directions of causality, the inference is that the number of analysts 

following positively relates to transparency.   

Forecast error 

It is obvious that for more transparent firms, analyst would predict the firms' 

future earnings more precisely. Anderson et al. (2009), Barry and Brown (1985), and 

Botosan, Plumlee, and Xie (2004) report that analyst forecasting error is a proxy for 

information availability of a firm.  Variable forecasts error is measured as the square of 

the difference between average analysts' earnings forecasts and realized earnings over 

stock price multiplied by -1. Thus, forecast error positively relates to corporate 

transparency.  

Forecast dispersion 

Forecast dispersion is defined as the dispersion of analysts' forecasted earnings 

for a firm's fiscal year-end earnings forecast. Similar to forecast error, analysts may 

report more accurate expected earnings forecast for more transparent firms, and 

dispersion among the analysts may be smaller. This forecast dispersion is important 

because forecast error uses the mean of analyst forecast. Thus, although the mean is close 

to the realized earnings, a large variance of the earning forecast cannot be interpreted as 

an accurate forecast with respect to transparency. Another aspect of forecast dispersion is 

that greater transparency makes the analysts forecast closer to the mean. Transparency in 

some aspects means that all information is accessible to all market participants at the 

same costs. Under this assumption, more dispersed forecast means less transparency. By 

definition, the forecast dispersion variable is calculated as the standard deviation of all 
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the analyst forecasts, and is scaled by the closing price of the previous month from an 

analysts forecasting dispersion (we exclude firms with less than 2 analysts). Also, higher 

value of forecast dispersion variable relates to greater transparency. 

Bid-ask spread 

Diamond and Verrecchia (1991) and Callahan et al. (1997) suggest that bid-ask 

spread is a proxy for information asymmetry. If investors believe that they can realize the 

real value of a firm, then the firm's liquidity would be high, because investors will buy 

and sell at the market price. However, when information asymmetry is involved, 

investors are more reluctant to buy at the ask price and the bid-ask spread becomes wider 

for the more opaque firm's security. Thus, a smaller bid-ask spread means more corporate 

transparency and we calculate bid-ask spread variable as 1 minus the annual average of a 

firm's bid-ask spread, over the average of bid and ask prices. Again, the higher value of 

bid-ask spread means more transparency 

With these four market-based corporate transparency proxies, we develop a 

market-based transparency index. 

3.3.3. Corporate transparency indices: earning-based, market-based and overall 

transparency indices 
 

We construct earning-based and market-based transparency indices, following the 

method used for opacity index by Anderson et al. (2009). We select four individual 

transparency proxies for each earning-based and market-based transparency. For earning-

based transparency, we rank four earning-based transparency proxies, accrual quality, 

persistence, value relevance, and timeliness, into deciles for each firm-year observation. 

Then we sum the four rankings. The summed ranking is divided by 40. The market-based 
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transparency is also constructed in the same way as earning-based transparency index. 

For overall transparency, every step is the same as the previous two indices, but we sum 

up all 8 transparency proxies and divide by 80. As a result, each transparency index has a 

value between 0 and 1. For the all transparency indices, a value of 1 indicates that the 

firm is the most transparent compared to the other firms in each level (earning-based, 

market-based, or overall transparency index). 

 

3.4. Data and descriptive statistics 

 We use firms listed in the Korea Stock Exchange (KSE) from 2001 to 2007. 

Firms of the financial sector and firms with insufficient data were excluded, and the 

number of firms we use is a total of 895 firm-year observations. Firm specific variables 

are collected from the Data Analysis, Retrieval and Transfer System (DART) which is an 

electronic disclosure system run by the Korea Financial Supervisory Service (KFTC). 

Listed firms in South Korea mandatorily submit their financial reports and other 

disclosures. Analyst related variables, analysts forecast error, the number of analysts 

following, and analysts forecast dispersion, are collected from FnGuide. FnGuide is a 

Korea based database that provides information about financial intermediaries in Korea, 

as well as in the foreign market. Ask price and bid price, used to calculate bid-ask spread 

variables are collected from the Koscom DataMall run jointly by the KSE and the Korea 

Ministry of Finance. Koscom DataMall provides information about all securities traded in 

South Korea. Group related variables are collected from the Online Provision of 

Enterprises Information System (OPNI) run by the KFTC. Table 3.1 presents definitions 

of transparency measures and variables. 



112 
 

Table 3.1 

Description of family ownership and empirical variables. 

Family ownership 

    Family  The percentage of common equity ownership held by the largest shareholder family.  

    Domestic institution The percentage of common equity ownership held by domestic financial institution(s). 

The domestic financial institution(s) include bank, security company, insurance company 

and investment trust fund. 

    Foreign institution The percentage of common equity ownership held by foreign institution(s). 

Corporate transparency measures 

  Earning-based transparency proxies 

     Accrual quality Measure of accrual quality using the Dechow and Dichev (2002) measurement. The 

higher (lower) value indicates more (less) corporate transparency. Details for calculating 

the accrual quality are provided in Section 3. 

     Persistence Measure of earnings persistence following Francis et al. (2004). The higher (lower) value 

indicates more (less) corporate transparency. Details for calculating the persistence are 

provided in Section 3. 

     Value relevance Measure of value relevance of earnings to the market return following Francis and 

Schipper (1999), Collins, Maydew, and Weiss (1997), and Bushman, Chen, Engei, and 

Smith (2004). The higher (lower) value indicates more (less) corporate transparency. 

Details for calculating the value relevance are provided in Section 3. 

     Timeliness Measure of timeliness of earnings reporting following Ball et al. (2000) and Bushman et 

al. (2004). The higher (lower) value indicates more (less) corporate transparency. The 

higher (lower) value indicates more (less) corporate transparency. Details for calculating 

the timeliness are provided in Section 3.  

  Market-based transparency proxies 

     Bid-ask spread 1 minus the annual average of a firm's bid-ask spread over the average of bid and ask 

prices, multiplied. The higher (lower) value indicates more (less) corporate transparency.  

     Analyst following The natural log of the number of analysts following a firm. The higher (lower) value 

indicates more (less) corporate transparency.  

     Forecast error The square of the difference between mean of analysts' earnings forecast and realized 

earnings over stock price multiplied by -1. The higher (lower) value indicates more (less) 

corporate transparency. 

     Forecast dispersion 1 minus the standard deviation of all analyst forecasts for a firm scaled by the closing 

price of the previous month of the firm. The higher (lower) value indicates more (less) 

corporate transparency. 

 Transparency indices  

     Earning-based  

      transparency index 

An index obtained from four earning-based corporate transparency proxies - accrual 

quality, persistence, value relevance, and timeliness. The higher (lower) value indicates 

more (less) corporate transparency. Details for calculating the persistence are provided in 

Section 3. 

     Market-based 

      transparency index 

An index obtained from four market-based corporate transparency proxies - analyst 

following, forecast error, forecast dispersion, and bid-ask spread. The higher (lower) 

value indicates more (less) corporate transparency. Details for calculating the persistence 

are provided in Section 3. 

     Transparency index An index obtained from a total of eight corporate transparency proxies, including the 

four earning-based corporate transparency proxies, and the four market-based corporate 

transparency proxies. The higher (lower) value indicates more (less) corporate 

transparency. Details for calculating the persistence are provided in Section 3. 

Control variables 

    Group A dummy variable to indicate whether a firm belongs to one of the 30 largest business 

groups.  

    Firm age The natural log of the number of years since a firm's founding date. 

    Firm size The natural log of the total assets of a firm in South Korean won. 

    Risk The standard deviation of a firm stock return for the prior year. 

    Debt ratio The ratio of total debts to total assets of a firm. 

    Export ratio The ratio of exports to total sales of a firm. 

    Dividend yield The ratio of the annual dividends per share to price per share of a firm. 
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A descriptive summary of the earning-based and market-based corporate 

transparency proxies are presented in Panel A of Table 3.2. For all proxies the higher 

(lower) value relates to higher (lower) corporate transparency. Panel A of Table 3.2 also 

presents the descriptive summary of earning-based, market-based, and overall corporate 

transparency indices (corporate transparency).  

Panel B of Table 3.2 presents the comparison of means and medians of corporate 

transparency measures among different family ownership level. Firms are sorted by firms 

with family ownership less than 5%, 5~10%, 10~30%, 30~50%, and 50% or higher. 

Overall corporate transparency index increases from less than 5% family ownership to 

5~10% family ownership, but decrease from 5~10% family ownership to 10~30% family 

ownership. The 10~30%, 30~50% and 50% or higher family ownership groups show an 

indifferent overall corporate transparency. The mean and median are at a peak in the 

earning-based transparency index when the family ownership is 5~10%. However, the 

overall trend is an upward slope. In other words, this table shows that as family 

ownership increases, the earning-based transparency increases. For the market-based 

transparency index, there is an obvious downward slope which shows a negative relation 

between family ownership and the market-based transparency index. 

In Table 3.3, the Pearson correlations matrices are presented. Panel A of Table 3.3 

presents the Pearson correlation among individual corporate transparency proxies, 

earning-based, market-based and overall transparency indices. Earning-based and market-

based indices show positive correlation (0.15). Earning-based and overall transparency 

indices show positive correlation with all corporate transparency proxies but forecast 

error. Market-based index shows mixed correlations with four earning-based 
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Table 3.2 

Descriptive data for corporate transparency. 

 

Panel A:  Full sample statistical summary of corporate transparency measures. 

  Mean Median Std. Dev. Minimum Maximum 

Earning-based transparency proxies 

  Accrual quality -0.043 -0.036 0.029 -0.228 -0.005 

  Persistence 0.303 0.314 0.340 -0.771 1.000 

  Value relevance 0.294 0.224 0.236 0.000 0.939 

  Timeliness 0.376 0.345 0.231 0.003 0.995 

Market-based transparency proxies 

       Bid-ask spread 0.992 0.994 0.007 0.881 0.999 

  Analyst following 0.403 0.433 0.183 0.069 0.727 

  Forecast error -0.737 -0.026 11.144 -326.904 0.000 

  Forecast dispersion 0.930 0.993 0.096 -0.019 1.000 

Transparency indices 

       Earning-based transparency index 0.551 0.550 0.156 0.200 0.900 

  Market-based transparency index 0.524 0.525 0.149 0.200 0.875 

  Transparency index 0.538 0.538 0.116 0.250 0.888 

Firm-year observation (N) 895         

Panel B: Mean and median of corporate transparency measures among firms with different family ownership levels. 

 
0~5%   5~10%   10~30%   30~50%   50%~ 

  Mean Median   Mean Median   Mean Median   Mean Median   Mean Median 

Earning-based transparency proxies 

                Accrual quality -0.049 -0.044 

 
-0.051 -0.035 

 
-0.044 -0.034 

 
-0.040 -0.037 

 
-0.041 -0.037 

  Persistence 0.254 0.264 

 
0.344 0.319 

 
0.305 0.350 

 
0.314 0.341 

 
0.324 0.341 

  Value relevance 0.255 0.191 

 
0.347 0.270 

 
0.256 0.234 

 
0.318 0.284 

 
0.337 0.284 

  Timeliness 0.348 0.312 

 
0.478 0.454 

 
0.366 0.346 

 
0.370 0.372 

 
0.411 0.372 

Market-based transparency proxies 

                Bid-ask spread 0.993 0.996 

 
0.993 0.996 

 
0.993 0.994 

 
0.992 0.992 

 
0.990 0.992 

  Analyst following 0.473 0.535 

 
0.484 0.532 

 
0.431 0.399 

 
0.360 0.328 

 
0.344 0.328 

  Forecast error -0.179 -0.011 

 
-7.685 -0.058 

 
-0.665 -0.027 

 
-0.372 -0.023 

 
-0.116 -0.023 

  Forecast dispersion 0.898 0.903 

 
0.909 0.912 

 
0.928 1.000 

 
0.939 1.000 

 
0.960 1.000 

Transparency indices 

                Earning-based transparency index 0.503 0.500 

 
0.613 0.575 

 
0.532 0.550 

 
0.570 0.575 

 
0.581 0.575 

  Market-based transparency index 0.595 0.600 

 
0.563 0.550 

 
0.532 0.500 

 
0.492 0.475 

 
0.486 0.475 

  Transparency index 0.549 0.550 

 
0.588 0.606 

 
0.532 0.525 

 
0.531 0.525 

 
0.534 0.525 

N 165     44     233     331     122   



115 
 

Table 3.3 

Pearson correlation matrix. 

 

Panel A: Correlation among transparency measures and indices. 

  (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 

 (1) Accrual quality 1.00 

           (2) Persistence 0.08 1.00 

          (3) Value relevance 0.03 -0.09 1.00 

         (4) Timeliness -0.04 -0.08 0.34 1.00 

        (5) Bid-ask spread 0.18 0.10 -0.04 0.05 1.00 

       (6) Analyst following 0.11 0.23 -0.06 -0.03 0.31 1.00 

      (7) Forecast error 0.21 -0.01 -0.08 0.02 0.37 0.03 1.00 

     (8) Forecast dispersion -0.10 -0.10 0.01 0.01 -0.22 -0.54 -0.04 1.00 

    (9) Earning-based transparency index 0.44 0.44 0.56 0.56 0.10 0.14 0.01 -0.07 1.00 

   (10) Market-based transparency index 0.15 0.24 -0.10 -0.03 0.50 0.76 0.08 -0.28 0.15 1.00 

  (11) Transparency index 0.39 0.45 0.31 0.36 0.39 0.58 0.06 -0.23 0.77 0.75 1.00 

 

Panel B: Correlation matrix of family ownership and control variables. 

     This table reports the correlation matrix of family ownership and control variables. 

 
(1) (2) (3) (4) (5) (6) (7) (8) 

(1) Family 1.00 

       (2) Group -0.58 1.00 

      (3) Firm age -0.04 0.05 1.00 

     (4) Firm size -0.37 0.60 0.24 1.00 

    (5) Risk -0.15 0.04 -0.15 -0.13 1.00 

   (6) Debt ratio -0.23 0.20 -0.06 0.18 0.36 1.00 

  (7) Export ratio -0.07 0.10 -0.14 0.14 0.02 -0.01 1.00 

 (8) Dividend yield -0.06 0.01 -0.03 0.06 -0.03 -0.10 0.04 1.00 
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transparency proxies and one negative correlation with forecast dispersion. Panel B of 

Table 3.3 presents the correlation among family ownership variables and control 

variables. Firm age, firm size, risk, and debt ratio are used as control variables throughout 

this paper. Industry and year fixed effects are controlled in all regressions by adding 

industry and year dummy variables. Firm age and firm size are included because older 

firms and bigger firms may be more visible and more monitored in an economy, which 

may relate to transparency. Firm size is also related to some transparency proxies, such as 

bid-ask spread and analyst related proxies. Risk is included to control the financial factor, 

which can affect management decision about corporate transparency (more risky firms 

may prefer an opaque information environment to hide their risk factors). Debt ratio may 

also affect the level of transparency because of the presence of creditor monitoring and 

intervention.  Dividend yield and export ratio are presented, because they are used in the 

two stage least square model in a later part of this paper to control endogeneity issues. 

We tested variance inflation factors in every model. The factors of independent variables 

and group variable in each model are around or below 2 and do not exceed 10, which 

eliminates multi-collinearity issues. 

  

3.5. Main results 

In Section 3.2, we develop hypotheses to test the impact of ownership structure on 

corporate transparency. In this section, we test the hypotheses for the impact of family 

ownership on overall transparency, and earning-based and market-based transparency 

indices. 
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3.5.1. Impact of family ownership on overall, earning-based and market-based 

transparency indices 
 

We test the impact of family ownership in corporate transparency. First, we 

examine the impact of family ownership on the overall transparency index. Column 1 of 

Panel A in Table 3.4 indicates that family ownership has no significant impact on the 

overall transparency index. However, the result from the earning-based transparency 

index shows a significant positive impact of family ownership variable (family). These 

results support the notion that family owners promote corporate transparency to avoid 

opacity discount from the market, because of their undiversified wealth in the firm and 

concern for long-term performance of the firm. Oppositely, the results from the market-

based transparency index show opposite results. The market-based transparency index 

shows negative significant coefficients of the family variable. In other words, family 

ownership has a negative impact on market-based transparency. Thus we can explain that 

the non significant impact of family ownership is an outcome of the offsetting effects of 

the two subset of transparencies; earning-based transparency and market-based 

transparency.  

From the above discrepancy between the impact of family ownership on earning-

based transparency and the impact of family ownership on market-based transparency, 

we can argue that family owners may be really concerned about their undiversified 

wealth in a firm, and/or may be concerned about the long-term performance of the firm, 

as their ownership of the firm increases. They may not want to get a market level 

discount on opacity, and wish to get transparency premiums, such as a low cost of capital 
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Table 3.4 

Impact of family ownership on corporate transparency.  

     This table presents panel regression results of the overall transparency index, earning-based transparency index, and market-based transparency index on family ownership (the 

detailed calculations of transparency indices are presented in Section 3.3). Control variables are firm age, firm size, debt ratio, risk, and group. All independent variables are 

defined in Table 3.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, 

respectively. 

  Transparency index   

  Earning-based  

transparency index   

Market-based 

transparency index 

  (1) (2)   (3) (4)   (5) (6) 

Family  0.014 0.100 

 
0.167*** 0.396*** 

 
-0.139*** -0.195*** 

 
(0.65) (1.61) 

 
(5.00) (4.21) 

 
(-5.63) (-2.84) 

Family squared 

 
-0.129 

  
-0.342** 

  
0.084 

  
(-1.47) 

  
(-2.50) 

  
(0.92) 

Group 0.002 0.008 

 
0.034** 0.048*** 

 
-0.029** -0.032** 

 
(0.25) (0.73) 

 
(2.25) (3.06) 

 
(-2.44) (-2.53) 

Firm age -0.033*** -0.036*** 

 
-0.013 -0.020 

 
-0.053*** -0.052*** 

 
(-3.04) (-3.18) 

 
(-0.82) (-1.22) 

 
(-4.24) (-4.07) 

Firm size 0.038*** 0.038*** 

 
0.012** 0.013** 

 
0.065*** 0.064*** 

 
(11.44) (11.46) 

 
(2.22) (2.37) 

 
(17.88) (17.79) 

Risk -0.488*** -0.486*** 

 
-0.300 -0.295 

 
-0.675*** -0.677*** 

 
(-2.72) (-2.72) 

 
(-1.07) (-1.05) 

 
(-3.62) (-3.62) 

Debt ratio -0.188*** -0.191*** 

 
-0.103*** -0.111*** 

 
-0.273*** -0.271*** 

 
(-8.42) (-8.49) 

 
(-2.98) (-3.20) 

 
(-11.82) (-11.66) 

Industry dummies yes yes 

 
yes yes 

 
yes Yes 

Year dummies yes yes 

 
yes yes 

 
yes Yes 

Intercept yes yes 

 
yes yes 

 
yes Yes 

N 895 895 

 
895 895 

 
895 895 

R-squared 0.381 0.383   0.158 0.166   0.534 0.535 
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or fluent capital influx instead. Thus, they try to make their firm transparent, and the 

results come out as the higher earning-based transparency, because earning-based  

transparency is related to firm-level quality and timeliness of the financial report. 

However, although the family owners try to be transparent, the market does observe firms 

to be more opaque if the family ownership is high. This may be because of the more 

opaque governance system and communication channels of family firms and/or because 

market participant may perceive the family firms to be more opaque. The former reason 

may come from higher costs to access inside information of family firms and to decipher 

the real intention of internal decisions made by a controlling family hidden behind the 

family management communication wall, even though their financial reporting is of good 

quality and is timely compared to non-family firms. For the latter reason, market 

perception may come from the perception that higher family ownership means more 

agency problems. In summary, family owners try to be more transparent in terms of 

earning-based information as their stake becomes larger, but the market-based 

information environment makes firms with higher family ownership more opaque. 

3.5.2. Impact of family ownership on individual transparency proxies 

We find that family ownership relates positively to the earning-based 

transparency index and negatively relates to the market-based transparency index. In this 

subsection, we examine the impact of family ownership on individual transparency 

proxies. We first examine the impact of family ownership on earning-based transparency 

proxies (accrual quality, persistence, value relevance and timeliness). From the regression 

of four earning-based transparency proxies on family ownership, family ownership has 

all positive and significant relations for all except for persistence (See Panel A of 
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Table 3.5 

Impact of family ownership on corporate transparency: Individual transparency proxies.  

     This table presents panel regression results of the individual transparency proxies (accrual quality, persistence, 

timeliness, analyst following, forecast error, forecast dispersion, and bid-ask spread) on ownership. Control variables 

are firm age, firm size, debt ratio, risk, and group. All variables are defined in Table 3.1. The sample period is from 

2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, 

respectively. 

 

Panel A: Regression results of earning-based transparency proxies on family ownership. 

  Accrual quality Persistence  Value relevance Timeliness 

Family  0.010* -0.004 0.264*** 0.238*** 

 
(1.74) (-0.05) (5.04) (4.42) 

Group -0.002 -0.090*** 0.080*** 0.081*** 

 
(-0.60) (-2.58) (3.49) (3.42) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.224 0.186 0.096 0.092 

 

Panel B: Regression results of market-based transparency proxies on family ownership. 

  Bid-ask spread Analyst following Forecast error Forecast dispersion 

Family -0.004*** -0.115*** 3.054 0.021 

 
(-3.08) (-3.36) (1.14) (1.18) 

Group -0.001* -0.029* 0.912 -0.010 

 
(-1.85) (-1.93) (1.38) (-1.06) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.221 0.495 0.048 0.175 

 

Table 3.5). However, the coefficient of family variable shows insignificant results from 

the regression of persistence on family ownership. Thus, we may argue that family 

ownership provides overall good earning-based transparency - financial reporting 

transparency.  

For market-based transparency proxies, results from the regressions of four 

market-based transparency proxies report that family ownership has a negative significant 

relation with bid-ask spread and analyst following, but has a positive insignificant 

relation with forecast error and forecast dispersion. This is interesting, because bid-ask 

spread and analysts following are the variables that might relate to the perception of 
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market participants. The positive insignificant relation of family ownership with forecast 

error and forecast dispersion may imply that, even though there is a lesser number of 

analyst following and high costs of acquiring accurate inside information from family 

firms, analysts can produce at least as good quality information for firms with strong 

family controls as they do for other firms. This may be because of better quality earning-

based information dissemination of family firms, considering there could be high cost of 

accessing inside information in family firms and possible family owner's agency discount. 

3.5.3. Impact of different family ownership levels on earning-based, market-based 

and overall transparency indices 
 

We have used family ownership and family firms almost interchangeably. 

However, we should distinguish between these two terms. In this subsection, we divide 

the group of firms into two groups, family firms and non-family firms. The cutoffs for 

family firms are 5%, 10%, 30% and 50%, because it is vague how we define family firms 

with family ownership (we make four dummy variables which is one when family 

ownership is above the corresponding cutoff or zero otherwise). In Table 3.6, we present 

the regression results of transparency indices on family firm dummy variables. For 

overall transparency index, the regression results show that family firms with 5% and 10% 

percent cutoffs have a positive significant impact on overall transparency index, but 

family firms with 30% and 50% cutoffs have positive insignificant impact on overall 

transparency index.  Further, we check regression results of earning-based and market-

based transparency indices to verify the reason of these different results with overall 

transparency index. 
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Table 3.6 

Impact of family ownership levels on the transparency index. 

     This table presents panel regression results of the transparency index on different family ownership levels (the 

detailed calculation of transparency index is presented in Section 3.3). Control variables are firm age, firm size, debt 

ratio, risk, and group. All independent variables are defined in Table 3.1. The sample period is from 2001 to 2007. The 

t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, respectively. 

 
(1) (2) (3) (4) 

Family (≥5%) 0.042*** 

   
 

(3.85) 

   Family (≥10%) 

 
0.020* 

  
  

(1.93) 

  Family (≥30%) 

  
0.004 

 
   

(0.56) 

 Family (≥50%) 

   
0.008 

    
(0.82) 

Group 0.019* 0.011 0.001 0.000 

 
(1.85) (1.00) (0.13) (0.04) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.392 0.384 0.381 0.381 

 

For earning-based transparency index, the regression results show all positive 

significant relations between four different levels of family firm dummy variables and 

earning-based transparency index (see Table 3.7). This is an important finding that family 

owners are positively and significantly related to earning-based transparency. The 

regression results of market-based transparency on family firm dummies show all 

negative significant relations between family firm dummies and market-based 

transparency index but not for family firm dummies with 5% cutoff (see Table 3.8). 

However, the relation between firm dummies with 5% cutoff is negative but insignificant. 

This could be evidence that family owners want to be transparent, but market participants 

perceive family firms as opaque, or they cannot produce good quality information for 

family firms. 
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Table 3.7 

Impact of family ownership levels on the earning-based transparency index. 

     This table presents panel regression results of the earning-based transparency index on different family ownership 

levels (the detailed calculation of earning-based transparency index is presented in Section 3.3). Control variables are 

firm age, firm size, debt ratio, risk, and group. All independent variables are defined in Table 3.1. The sample period is 

from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, 

and 1%, respectively. 

 
(1) (2) (3) (4) 

Family (≥5%) 0.104*** 

   
 

(6.56) 

   Family (≥10%) 

 
0.069*** 

  
  

(4.84) 

  Family (≥30%) 

  
0.055*** 

 
   

(4.85) 

 Family (≥50%) 

   
0.036** 

    
(2.34) 

Group 0.045*** 0.036** 0.021 0.002 

 
(3.06) (2.36) (1.45) (0.14) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.173 0.153 0.154 0.140 

 

 

Table 3.8 

Impact of family ownership levels on market-based transparency. 

     This table presents panel regression results of the market-based transparency index on different family ownership 

levels (the detailed calculation of market-based transparency index is presented in Section 3.3). Control variables are 

firm age, firm size, debt ratio, risk, and group. All independent variables are defined in Table 3.1. The sample period is 

from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, 

and 1%, respectively. 

 
(1) (2) (3) (4) 

Family (≥5%) -0.020 

   
 

(-1.59) 

   Family (≥10%) 

 
-0.029** 

  
  

(-2.32) 

  Family (≥30%) 

  
-0.047*** 

 
   

(-5.07) 

 Family (≥50%) 

   
-0.021** 

    
(-2.19) 

Group -0.008 -0.015 -0.019 -0.001 

 
(-0.63) (-1.13) (-1.64) (-0.11) 

Control variables yes yes yes yes 

Industry dummies yes yes yes yes 

Year dummies yes yes yes yes 

Intercept yes yes yes yes 

N 895 895 895 895 

R-squared 0.518 0.520 0.532 0.518 
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3.6. Robustness  

In this section, we check the robustness of our findings. First, we test whether the 

impact of family ownership on overall, earning-based and market-based transparency 

would be affected by group affiliation. Then, we test whether the impact of family 

ownership on corporate transparency is still robust after controlling for endogeneity 

issues.  

3.6.1. Business group controlling family            

Business groups are dominant outside the U.S. economy. A business group is a 

collection of legally independent firms which are linked formally (e.g., ownership) or/and 

informally (e.g., kinship) and act like a single firm (Khanna and Rivkin, 2001). The 

dominance of family control in the business groups are very well documented (e.g., 

Khanna and Yafeh, 2007) and group controlling family owners agency problems are also 

well documented (e.g., Bae, Kang, and Kim, 2002; Baek, Kang, and Lee, 2006, Bertrand, 

Mehta, and Mullainathan, 2002; Johnson, La Porta, Lopez-de-Silanes, and Shleifer, 2000). 

The most serious agent problem is tunneling. With pyramidal or circular ownership 

structures, group controlling owners create ownership disparity between control rights 

and cash flow rights. This ownership disparity enables expropriating minority 

shareholders. Group controlling owners may tunnel resources from firms with lower cash 

flow rights to firms with higher cash flow rights using such ownership disparities. Thus, 

business group controlling owners, usually family owners, may have more incentives to 

promote corporate opacity to mask their wrongdoing. However, as a controlling family, 

they might have concerns for their concentrated wealth and longer-term investment 

horizon, and they may promote corporate transparency.  
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We add an interaction term group affiliation × family in our regression model and 

find that for overall transparency index, group family ownership has no different impact 

than non-group family ownership (see Table 3.9). In addition to this, for earning-based 

transparency, regression results show that non-group family ownership has the same 

positive significant relation with earning-based transparency and group family owners 

have a more positive impact on earning-based transparency compared to non-group 

family owners. For market-based transparency, the results for family ownership are 

negatively significant, and group family ownership also shows a more positive impact on 

market-based transparency. These results strongly confirm that family ownership has an 

insignificant impact on overall transparency. However, family ownership has a positive 

significant relation with earning-based transparency, but has a negative significant 

relation with market-based transparency. 

3.6.2. Endogeneity 

Until now, we view corporate transparency output as a function of family 

ownership and other control variables including group affiliation. However, we examine 

two endogeneity issues in this subsection: family ownership and group affiliation 

causality issues. Family owners may remain as more transparent firms to maintain or 

increase their wealth. On the other hand, 'bad' family owners may still remain in the firms 

and control the firms with ownership disparity between control and cash flow rights. In 

this case, our measure of ownership cannot detect the real family control ownership, 

because our data remains at cash flow ownership. This disparity issue is more severe in 

business group affiliated firms (group firms). Furthermore, group firms have more 

controlling issues from group headquarters.  
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Table 3.9 

Comparison between the impact of non-group family ownership and group firm family ownership on corporate 

transparency. 

   This table presents panel regression results of the earning-based transparency index, market-based transparency index, 

and transparency index on interaction of group affiliation and family ownership, and on ownership disparity in group 

firms (the detailed calculations of transparency indices are presented in Section 3.3). Control variables are firm age, 

firm size, debt ratio, risk, and group. All independent variables are defined in Table 3.1. The sample period is from 

2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-tail significance at 10%, 5%, and 1%, 

respectively. 

  
Transparency index   

Earning-based 

transparency index 
  

Market-based 

transparency index 

  (1) (2)   (3) (4)   5) (6) 

Family  0.012 -0.030 

 
0.126*** 0.116*** 

 
-0.102*** -0.175*** 

 
(0.60) (-1.30) 

 
(4.03) (3.26) 

 
(-4.74) (-6.91) 

Family × group -0.005 

  
0.113* 

  
-0.122*** 

 
 

(-0.11) 

  
(1.74) 

  
(-2.73) 

 Disparity × group 

 
-0.094*** 

  
-0.041 

  
-0.148*** 

  
(-4.04) 

  
(-1.20) 

  
(-5.71) 

Control variables yes yes 

 
yes yes 

 
yes Yes 

Industry dummies yes yes 

 
yes yes 

 
yes Yes 

Year dummies yes yes 

 
yes yes 

 
yes Yes 

Intercept yes yes 

 
yes yes 

 
yes Yes 

N 895 895 

 
895 895 

 
895 895 

R-squared 0.381 0.392   0.157 0.155   0.535 0.547 

 

Thus, we use instrumental variables to control such endogeneity issues with the 

two stage least square (2SLS) estimation model. In the first stage, our endogenous 

variables, family ownership and group affiliation, are estimated by using instrumental 

variables. In the second stage, we regress such estimated family ownership and group 

affiliation with transparency indices as dependent variables. 

Table 3.10 presents the regression results of earning-based, market-based, and 

overall corporate transparency indices on estimated family ownership and group 

affiliation. The results indicate that overall corporate transparency has no significant 

relation with estimated family ownership. In a sublevel analysis, estimated family 

ownership has a positive significant impact on earning-based corporate transparency, but 

has a negative significant impact on market-based corporate transparency. These results 
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Table 3.10 

Endogeneity issue: Two stage least square estimation. 

     Family ownership and group affiliation are estimated in the first stage, and its estimated values are used in the 

regressions of transparency in the second stage. Instruments used for the first stage include lagged ownership variables, 

export ratio, dividend yield and all contemporaneous firm-specific variables. All independent variables are defined in 

Table 3.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-

tail significance at 10%, 5%, and 1%, respectively. 

 

Panel A:  First stage estimation of family ownership and group affiliation. 

 
Dependent variables 

  Family Group 

Independent directort-1 0.043 0.331** 

 
(1.20) (2.16) 

Foreign directort-1 0.259*** -0.035 

 
(3.02) (-0.21) 

Domestic institutional ownershipt-1 -0.072** 0.099 

 
(-2.44) (0.58) 

Foreign institutional ownershipt-1 -0.029 -0.489*** 

 
(-1.04) (-4.02) 

Familyt-1 0.818*** 

 
 

(25.23) 

 Firm age t-1 0.017 -0.178*** 

 
(1.45) (-3.74) 

Firm size t-1 0.005 0.233*** 

 
(0.12) (2.91) 

Risk t-1 0.285 -0.165 

 
(1.25) (-0.21) 

Debt ratio t-1 -0.028 0.091 

 
(-1.21) (0.89) 

ROAt-1 -0.020 -0.000 

 
(-0.45) (-0.00) 

Dividend yieldt-1 0.217 

 
 

(0.99) 

 Export ratio t-1 

 
-0.134** 

  
(-2.46) 

Industry dummies yes yes 

Year dummies yes yes 

Intercept yes yes 

N 606 606 

R-squared 0.837 0.463 

 

Panel B: Second stage regression of transparency indices on predicted family ownership and group affiliation. 

   This table presents panel regression results of the earning-based transparency index, market-based transparency index, 

and transparency index on predicted family ownership (predicted family) and predicted group affiliation (predicted 

group), Control variables are firm age, firm size, debt ratio, risk, and group. All independent variables are defined in 

Table 3.1. The sample period is from 2001 to 2007. The t-statistics are shown in parenthesis.  *, **, and *** imply two-

tail significance at 10%, 5%, and 1%, respectively. 

  

Earning-based  

transparency index 

Market-based 

transparency Transparency index 

Predicted family 0.172*** -0.224*** -0.026 

 
(3.84) (-7.85) (-0.95) 

Predicted group -0.117* -0.219*** -0.168*** 

 
(-1.76) (-3.83) (-3.69) 

Control variables yes yes yes 

Industry dummies yes yes yes 

Year dummies yes yes yes 

Intercept yes yes yes 

N 606 606 606 

R-squared 0.158 0.565 0.382 
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are identical with the results from Table 3.4 and confirm that our results are robust after 

controlling for endogeneity issues.  

  

3.7. Conclusion 

The conventional perception of the relationship between ownership structure and 

corporate transparency is that controlling insiders, especially family owners, prefer more 

opacity to hide their private control benefits. However, this perception is too simple to 

explain all the dynamics in the real corporate world.  

We argue that, depending on the tradeoff between benefits and costs for owners, 

the owners act differently on the decision of corporate transparency. In contrast to the 

agency theory on controlling owners, we posit that controlling owners benefit from 

corporate transparency, through ways such as low cost of capital, more adequate strategic 

decision, and mitigating agency problems of managers, which outweigh the costs of 

corporate transparency.  Our findings support our argument. 

We divide corporate transparency into earning-based and market-based, as well as 

overall corporate transparency. Interestingly, depending on ownership structure, some 

owners try hard to be transparent, but the market, because of their existence (especially 

related to family ownership), discounts their efforts. 

We hope our paper initiates a new research area, which examines the dynamics of 

family ownership structure and corporate transparency more closely. Future work must 

explore other economies to get a universal idea of the impact of owners and ownership 

structure on corporate transparency. 
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APPENDIX  
 

APPENDIX A: ALTERNATIVE DISCRETIONARY ACCRUALS MEASURE 

      In this appendix, we use performance-adjusted discretionary current accruals by Kotari, Leone, Wasley (2005) as an alternative measure of accrual-based earnings management. 

Details for calculating the performance-adjusted current accruals measure are presented in Section 3. We re-estimate basic model of group affiliation in Table 1.5, models with 

group reputation in Table 1.7, and a sub-period comparison in Table 1.11.  

    

Panel A: Replication of Table 1.5 (impacts of group affiliation) Table 1.7 (impacts of group reputation). 

  Total discretionary accruals   Performance-adjusted current accruals 

  (1) (2) (3) (4)   (5) (6) (7) (8) 

Group  -0.004*         -0.001       

  (-1.84)         (-0.54)       

Group ranking   0.005***         0.005***     

    (3.10)         (2.76)     

Group media coverage     -0.002         -0.003   

      (-1.38)         (-1.62)   

Analysts        -0.007**         -0.007* 

        (-2.26)         (-1.84) 

Control variables yes Yes yes yes  yes yes yes yes 

Industry dummies yes Yes yes yes 
 

yes yes yes yes 

Year dummies yes Yes yes yes 
 

yes yes yes yes 

Intercept yes Yes yes yes 
 

yes yes yes yes 

N 2,290 653 631 645 
 

2,290 653 631 645 

Adjusted R2 0.110 0.237 0.224 0.192 
 

0.085 0.198 0.190 0.155 
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APPENDIX A (Continued) 

Panel B: Replication of Table 1.11 (before and after the Asian financial crisis). 

  Total discretionary accruals   Performance-adjusted current accruals 

  Before After    Before After 

Group  0.00 -0.01**   -0.01 -0.01* 

  (0.60) (-2.39)   (-1.17) (-1.85) 

Control variables Yes yes   yes yes 

Industry dummies Yes yes   yes yes 

Year dummies Yes yes   yes yes 

Intercept Yes yes   yes yes 

N 483 1,524   483 1,524 

Adjusted R2 0.146 0.141   0.146 0.141 
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APPENDIX B: MEAN AND MEDIAN DIFFERENCE BY DOMESTIC AND FOREIGN INSTITUTIONAL OWNERSHIP LEVEL  

     This appendix presents the mean and median of corporate transparency indices and proxies as well as control variables for firms at different levels of domestic (Panel A) and 

foreign ownership levels (Panel B). 

 

Panel A: Domestic institutional ownership levels. 

       Domestic institutional ownership 

 

0~5%   5~10%   10~30%   30~50%   50%~ 

  Mean Median   Mean Median   Mean Median   Mean Median   Mean Median 

Firm-level transparency proxies 

                Accrual quality -0.043 -0.036 

 

-0.040 -0.035 

 

-0.039 -0.034 

 

-0.042 -0.039 

 

-0.087 -0.071 

  Persistence 0.315 0.343 

 

0.303 0.285 

 

0.309 0.293 

 

0.260 0.279 

 

0.028 0.103 

  Value relevance 0.305 0.241 

 

0.294 0.245 

 

0.245 0.175 

 

0.275 0.201 

 

0.324 0.191 

  Timeliness 0.374 0.340 

 

0.386 0.355 

 

0.362 0.325 

 

0.382 0.428 

 

0.432 0.442 

Market-level transparency proxies 

                Bid-ask spread 0.992 0.994 

 

0.993 0.994 

 

0.993 0.995 

 

0.991 0.994 

 

0.987 0.994 

  Analyst following 0.384 0.392 

 

0.431 0.474 

 

0.470 0.523 

 

0.427 0.477 

 

0.313 0.256 

  Forecast error -0.949 -0.023 

 

-0.165 -0.023 

 

-0.562 -0.026 

 

-0.285 -0.049 

 

-0.670 -0.049 

  Forecast dispersion 0.936 1.000 

 

0.910 0.923 

 

0.919 0.908 

 

0.937 1.000 

 

0.966 1.000 

Transparency indices 

                Firm-level transparency index 0.555 0.550 

 

0.562 0.550 

 

0.542 0.525 

 

0.539 0.550 

 

0.449 0.475 

  Market-level transparency index 0.518 0.500 

 

0.535 0.525 

 

0.555 0.550 

 

0.514 0.525 

 

0.458 0.475 

  Transparency index 0.537 0.538 

 

0.549 0.538 

 

0.548 0.538 

 

0.526 0.538 

 

0.454 0.450 

Control variables 

                Firm age 3.665 3.664 

 

3.734 3.738 

 

3.717 3.714 

 

3.698 3.569 

 

3.724 3.664 

  Firm size 27.020 26.803 

 

27.094 26.925 

 

27.463 27.352 

 

27.437 27.329 

 

27.433 26.984 

  Risk 0.065 0.061 

 

0.060 0.059 

 

0.066 0.061 

 

0.062 0.056 

 

0.072 0.068 

  Debt ratio 0.447 0.447 

 

0.460 0.462 

 

0.472 0.483 

 

0.500 0.508 

 

0.596 0.634 

  Export ratio 0.297 0.189 

 

0.287 0.160 

 

0.306 0.243 

 

0.398 0.384 

 

0.301 0.149 

  Dividend yield 0.023 0.019 

 

0.030 0.023 

 

0.026 0.023 

 

0.027 0.024 

 

0.034 0.023 

N 572     142     122     38     21   
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APPENDIX B (Continued) 

Panel B: Foreign institutional ownership levels. 

      Foreign institutional ownership 

 

0~5%   5~10%   10~30%   30~50%   50%~ 

  Mean Median   Mean Median   Mean Median   Mean Median   Mean Median 

Firm-level transparency proxies 

                Accrual quality -0.048 -0.041 

 

-0.045 -0.041 

 

-0.041 -0.034 

 

-0.035 -0.027 

 

-0.036 -0.036 

  Persistence 0.210 0.216 

 

0.238 0.288 

 

0.358 0.354 

 

0.469 0.565 

 

0.532 0.535 

  Value relevance 0.320 0.251 

 

0.320 0.249 

 

0.277 0.214 

 

0.245 0.201 

 

0.235 0.197 

  Timeliness 0.376 0.336 

 

0.363 0.345 

 

0.388 0.365 

 

0.369 0.311 

 

0.332 0.312 

Market-level transparency proxies 

                Bid-ask spread 0.991 0.993 

 

0.992 0.993 

 

0.994 0.995 

 

0.994 0.996 

 

0.995 0.996 

  Analyst following 0.278 0.271 

 

0.397 0.441 

 

0.498 0.528 

 

0.540 0.580 

 

0.545 0.612 

  Forecast error -1.424 -0.067 

 

-0.146 -0.029 

 

-0.362 -0.017 

 

-0.187 -0.007 

 

-0.019 -0.002 

  Forecast dispersion 0.969 1.000 

 

0.927 0.955 

 

0.897 0.896 

 

0.903 0.903 

 

0.888 0.899 

Transparency indices 

                Firm-level transparency index 0.525 0.525 

 

0.529 0.550 

 

0.570 0.575 

 

0.602 0.600 

 

0.589 0.550 

  Market-level transparency index 0.440 0.425 

 

0.506 0.500 

 

0.579 0.575 

 

0.637 0.650 

 

0.681 0.725 

  Transparency index 0.482 0.488 

 

0.518 0.513 

 

0.574 0.575 

 

0.619 0.619 

 

0.635 0.625 

Control variables 

                Firm age 3.641 3.651 

 

3.758 3.784 

 

3.720 3.689 

 

3.696 3.676 

 

3.624 3.638 

  Firm size 26.336 26.126 

 

27.020 27.049 

 

27.575 27.489 

 

28.175 28.230 

 

28.767 28.545 

  Risk 0.067 0.064 

 

0.068 0.062 

 

0.061 0.059 

 

0.060 0.057 

 

0.058 0.056 

  Debt ratio 0.473 0.467 

 

0.461 0.456 

 

0.457 0.475 

 

0.438 0.455 

 

0.350 0.356 

  Export ratio 0.278 0.153 

 

0.279 0.283 

 

0.287 0.192 

 

0.402 0.359 

 

0.407 0.452 

  Dividend yield 0.029 0.023 

 

0.023 0.015 

 

0.022 0.019 

 

0.022 0.022 

 

0.017 0.016 

N 366     105     281     122     31   

 

 

 

 


