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<Abstract>

This study investigates the impact of family ownership on a company’s earnings
quality and monitoring power by using a set of data on Korean firms. From a sample
of 3,440 firm-years listed on the Korean stock market, the group of family firms
reported low quality of earnings than the group of family firms over a seven-year
period of study (2000~2006). The higher is the proportion of minority shareholders
and outside directors in a family firm, the greater is the impact on earnings quality.
Two distinct measures of earnings quality — ADA (absolute value of adjusted
discretionary accruals from the modified Jones model) and APDA (absolute value of
performance-adjusted discretionary accruals) — were employed to test the difference
of means between the two sample groups. The results were in line with our multiple
regression models. All these findings support our conceptual framework and
hypothesis, which states that family firms’ quality of earnings is lower than that of

non-family firms.
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I. Introduction

Several recent studies show that family firms are at least as common
among public corporations around the world as any other forms of nonfamily
firms (Clasessens et al., 2000 ; Anderson and Reeb, 2003). Nearly all businesses
start out as family enterprises. As the most common form of business
organization in the world, family —owned or— controlled businesses
account for over 80% of all firms in the US, 12% of US GDP, and 15% of
the US workforce (Shanker and Astrachan, 1996). The research by Anderson
and Reeb (2003) showed that between 1992 and 1999, as many as one-third
of all S&P firms could be identified as family firms.

In the 1980s, family firms, which had been regarded as relics of the past,
began to draw researchers’ attention around the world (Aronoff and Cawley,
1990 ; Aronoff, 1998). In the US, the Family Business Review was launched in
1988, and related research papers began to be published in the magazine.
This research was a natural response to the perception that family businesses
are not only universal but also have played a big role in generating profits,
creating jobs, and enhancing the competitiveness of national economies.

Family companies also play critical social roles. Novak (1983) and Jaffe
(1991) have argued that “the foundation of the American economy and
society is families, who found, control and operate companies.” The
importance of family companies in the community is also being recognized.

Bellet et al. (1999) maintained that the founders and successors of family
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companies have a strong sense of responsibility for the welfare of their
communities as well as their families, realizing that families and communities
are the cornerstones of a safe society and healthy economy.

With regard to Korea however, there has been scant research on family
firms despite the fact that most companies in Korea have been regarded as
family companies. According to Park’s (1982) research, 85.44% of the
companies in the manufacturing industry in Korea are family firms of various
sizes. Nevertheless, hardly any Korean colleges offer a course or specialized
program related to family firms and their succession plans (Nam, 2002). This
is probably due to a lack of interest in family firms and prejudices against
them in Korea, despite the immeasurable influence on organizational
management that is exerted by family life. Financing during the early stage
of a Korean company traditionally comes mainly from family relations, and
this trend remains strong to this day. On top of this, socio-cultural factors
such as Confucianism, large family structures, and communal lifestyles have
played a crucial role in developing the family-owned Korean corporate
culture.

Most family firms are run by owner-managers. Accordingly, they suffer
from uncertain growth prospects and discontinuity due to the diverse
problems that they face. As a result, many family firms fail because of
conflicts among numerous interested parties, resulting in court receivership,
the squandering of assets, or even irrecoverable ruin. Many of these
complicated problems experienced by family firms can be addressed by
efficient governance. This is because efficient governance requires
responsibility from both the firms and the family shareholders, and allows for
the making of family policies that can buffer the impact of business
decisions on uninvolved family members (Nam, 2000).

This study investigates the impact of family ownership on earnings quality



56 #el &t M GBS HSREEIE 5 1R)

in Korean firms not only because Korea provides a unique setting for
ownership structure that differs from that of family-owned businesses in the
US but also because prior studies have not examined this relationship in
Korea. This study finds that compared to family firms, non-family firms in
Korea exhibit less positive discretionary accruals. Therefore, it could be
concluded that there is a negative impact of family firms on earnings quality.
This study also shows that family firms with higher equity ownership by
minority shareholders and a high proportion of outside directors on the
corporate board tend to exhibit higher earnings quality.

This study is organized as follows. Section 2 reviews the relevant literature
and summarizes the main hypotheses. Section 3 outlines the research design
of this study and its model specification. Section 4 discusses the empirical
measurements and reports the results of the empirical tests. Finally, Section

5 provides conclusions and further avenues for research.

I. Background and Hypothesis
Development

1. Agency theory

Agency theory often has been used to argue that a family firm is more
efficient than a non-family business (Morck et al., 1988). As a framework, it
is used to test the effects of family businesses on earnings quality. Fama and
Jensen (1983) propose that family-controlled firms should be more efficient
than professional firms, as monitoring costs are less in a family business. On

the other hand, managerial ownership has a low agency cost. Managers have
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easy access to information and can maintain low information asymmetry.
Managers have greater incentives to consume perks, and thus reduced
incentive to maximize job performance. Fan and Wong (2002) argue that
concentrated ownership limits accounting information flow to outside
investors.

Shleifer and Vishny (1997) state that large sharcholders address the agency
problem in that they have both a general interest in profit maximization and
enough control over the assets of the firm to have their interest respected.
The costs of large shareholdings and entrenchment are introduced in the
model of Stulz (1988). As managerial ownership and control increase, the
negative effects on a firm’s value associated with the entrenchment of
manager-owners starts to exceed the incentive benefits of managerial
ownership. Claessens et al. (2000) found that more than two-thirds of East
Asian firms are controlled by a single shareholder. This control goes beyond
simple ownership stakes and appears in the forms of pyramid structures,
cross-holdings among firms, and dual-class shares with deep involvement in
both management and the board. We have examined the relative importance
of incentive and entrenchment effects in Korea because ownership is highly
concentrated and the divergence between cash-flow rights and control rights
is large while manager-owner conflicts are generally limited. These firms
may have defective corporate governance because of ineffective monitoring
mechanisms by the board. Fan and Wong (2002) state that concentrated
ownership can limit accounting disclosure to investors. Francis et al. (2005)
also suggest that information asymmetry lowers the transparency of

accounting disclosures.
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2. Family firms with earnings quality

The corporate ownership structure has been considered to be the strongest
influence on the corporate system. Due to the separation of ownership and
control in the corporate form of business organization, agency issues arise
around investment, compensation, and reporting decisions. However, the
impact of effective family firms is related to the level of managerial
entrenchment. Entrenchment occurs when management has ultimate power
and control over decision making (Jensen and Meckling, 1976). The degree of
entrenchment has been found to affect a firm’s value and cost of capital as
well as its investments and compensation decisions. Pergola (2005) outlines a
theoretical case for the relationship between governance quality and earnings
management, suggesting that a board’s effectiveness is compromised when
management is entrenched. Yep et al. (2002) find that the informativeness of
earnings decreases with increased managerial entrenchment. The entrenchment
effect predicts that family firms are associated with a supply of lower
earnings quality.

However, given the family directors’ business knowledge and effective
monitoring, firms with a greater number of family directors can mitigate
agency problems as well as suppressing any potential earnings management
arising from managers’ self-interested behavior (Anderson and Reeb, 2004 ;
Anderson et al., 2003 ; Jiraporn et al., 2007 ; Villalonga and Amit, 2010 ; Villalonga
and Amit, 2006). Therefore, family members of a firm can effectively monitor
managers to discourage this type of managerial expropriation, resulting in a
lesser extent of earnings management.

Accordingly, ex ante, it is unclear whether family firms will manipulate

earnings more or less than nonfamily firms ; thus, we examine this issue
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empirically. [Hypothesis 1] is posited as follows.

[Hypothesis 1] : Family firms listed on the Korean stock market have a

negative impact on earnings quality than non-family firms.

3. Family firms with their monitoring power

Even among family firms, those with a large number of outsider minority
shareholders are exposed to high pressure from external capital markets
compared to those with relatively few outsider minority shareholders.
Therefore, monitoring by minority shareholders is a component of the set of
monitoring mechanisms available for reducing information asymmetry. The
outside minority shareholders have the burden of agency costs due to the
difficulty in accessing information, meaning there is greater information
asymmetry. These investors therefore will impose more pressure for higher
earnings quality.

Anderson and Reeb (2004) demonstrate that founding-family firms’
performance depends on the board’s composition. Family firms can be
governed by a board of directors, a CEO, or the family. However, in general,
family firms experience shortcomings such as nepotism or discord arising
from issues of succession or inheritance, and a board of directors is believed
to play a great role in offsetting these shortcomings. This is particularly true
in Korea, where power is concentrated in an owner-manager (Korean Economic
Daily, 1997).

Ward (1991) insists that the existence of an active board of directors is the
most essential variable for the survival and prosperity of any company.
According to Corbetta and Montemerlo (1999), 88% of Italian companies

(74% family companies and 69% non-family companies) and 69% of Spanish
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companies have a board of directors. While having a board of directors is
not closely correlated with company size, having one correlates highly with
the company’s competitiveness. Regardless of the type, the board of directors
also is beneficial for the growth and development of the company.

The board of directors is organized as follows. In family firms, the board
of directors is composed of family members only, outside members only, or
both family members and outside members. Of these three types, the latter is
the most common. An observed tendency is that family CEOs are highly
satisfied when the outside members include some family executives. In
Switzerland, most boards of directors are composed of family members and
outside members. In the case of Italy, the board of directors usually includes
inside directors who are shareholders or managers, and one or more outside
directors. It is considered a general phenomenon that large companies or
companies with long histories have a board of directors that includes outside

directors. Accordingly, we formulate the following hypotheses.

[Hypothesis 2] : Family firms with higher equity ownership by minority
shareholders have a positive impact on earnings quality

than non-family firms.

[Hypothesis 3] : Family firms with a higher proportion of outside directors
have a positive impact on earnings quality than non-family

firms.
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. Research Design and Model
Specification

1. Sample and definition of the family firm

The sample firms were obtained from companies listed on the Korea Stock
Exchange (KSE) from 2000 to 2006. Data regarding family businesses were
collected manually from DART (Data Analysis, Retrieval, and Transfer system).
We analyzed the listed manufacturing companies whose fiscal year ended in
December during the six-year period from 2000 to 2006, excluding the
companies with capital erosion and those for which financial and ownership
structure data were unavailable. According to these criteria, the size of the

sample available for selection was reduced to 3,440 firm-year companies.

[Table 1 Sample description]

Classification Family firms Non—family firms Total
FMD1 1,129 2,311 3,440
FMD2 1,651 1,789 3,440
FMD3 1,532 1,908 3,440
FMD4 1,659 1,781 3,440
FMD5 1,622 1,818 3,440
FMD6 1,670 1,770 3,440
FMD7 1,422 2,018 3,440
FMD8 2,233 1,207 3,440
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Classification Definition

FMDI SH CSR SUM => 0.5 or FM => 2 or FMR => 0.5 or
CSHR BOD SUM => 0.5

FMD2 SH CSR SUM => 0.2 or FM => 2 or FMR =2> 0.5 or
CSHR BOD SUM => 0.5

FMD3 SH CSR SUM => 0.5 or FM => 2 or FMR => 02 or
CSHR BOD SUM => 0.5

FMD4 SH CSR SUM => 0.5 or FM => 2 or FMR => 02 or
CSHR BOD SUM => 0.2

FMDS SH CSR SUM => M S or FM => M FM or FMR =>
M _FMR or CSHR BOD SUM => M CSHR BOD SUM

FMD6 SH CSR SUM => N S or FM => N FM or FMR =>
N_FMR or CSHR BOD SUM => N _CSHR BOD SUM

FMD7 SH CSR SUM => 0.05 and FM => 2 or FMR => 0.2

FMD8 SH CSR SUM => N S or FM => 1

SH CSR _SUM : Percentage of common stock owned by family members.
FM : No. of family members with executive officers.

FMR : Percentage of family members with executive officers.

CSHR BOD _SUM : Percentage of common stock owned by family members
with  executive officers.

M S: Ave. % of common stock owned by family members.

M FM : Ave no. of family members with executive officers.

M CSHR BOD SUM : Ave. % of family members with executive officers.
N S: Median % of common stock owned by family members.

N_FM : Median no. of family members with executive officers.
N_CSHR BOD SUM : Median % of common stock owned by family

members with  executive officers.
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One of the important issues studied in this type of research is the
definition of family and non-family firms. Different authors have used
different definitions for family and non-family firms. The different
methodological approaches employed across the studies might account for the
ambiguous findings. The definitions of what constitute a family firm have
varied widely across different studies. Some scholars have defined a family
firm as being a “family firm” rather subjectively, basing firm classification
on whether the respondent believed the firm was a “family firm,” while other
researchers have based their definition on more objective criteria such the
percentage of family ownership or the number of family members occupying
managerial or board positions. Therefore, some studies likely include firms in
their “family firm” sample that would not have been included in other study
samples, and such mixed definitions might account for the ambiguous
findings.

Table 2 provides an overview of the related literature on the definition of
family firms and summarizes the current definitions of family firms in recent
studies. As there has been no universally agreed definition of a family firm,
in order to secure the reliability of the results of this study, we have
classified various types of family firm into the following eight categories by

revising the methods used in previous research.
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[Table 2 Family—firm definitions used in pevious studies]
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We define a “family firm” as a company that falls in line with the
following criteria.

(1) FMDI1 @ companies with at least 50% ownership by family members,
or at least two executive officers with a family relationship, or at least half
the executive officers being part of the same family, or at least 50% of the
shares being owned by family members who are also board members.

(2) FMD2 : companies with at least 20% ownership by family members,
or at least two executive officers with a family relationship, or at least half
the executive officers being part of the same family, or at least 50% of the
shares being owned by family members who are also board members.

(3) FMD3 : companies with at least 50% ownership by family members,
or at least two executive officers with a family relationship, or at least 20%
of the executive officers being part of the same family, or at least 50% of
the shares being owned by family members who are also board members.

(4) FMD4 : companies with at least 50% ownership by family members,
or at least two executive officers with a family relationship, or at least 20%
of the executive officers being part of the same family, or at least 20% of
the shares being owned by family members who are also board members.

(5) FMD5 @ companies with at least the average percentage of ownership
by family firms, or the average proportion of executive officers with a family
relationship, or the average proportion of executive officers being part of the
same family, or the average percentage of shares being owned by family
members who are also board members.

(6) FMDG6 : companies with at least the median percentage of ownership
by family firms or the median proportion of executive officers with a family
relationship, or the median proportion of executive officers being part of the
same family, or the median percentage of shares being owned by family

members who are also board members.
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(7) FMD7 : companies with at least 5% ownership by family members,
or at least two executive officers with a family relationship, or at least 20%
of the shares being owned by family members who are also board members.

(8) FMDS8 : companies with a percentage of ownership by family members
greater than the median percentage of ownership by family firms, or at least
one executive officer with a family relationship.

When family businesses in Korea were classified by the different
classification methods, around 33%~65% of listed manufacturing companies
in Korea, depending on the classification criteria, were identified as family

companies.

2. Research Design

This study addresses the quality of earnings as the level of discretionary
accruals in earnings. The reported earnings are a central piece of information

in the functioning of capital markets as well as contracting.

ADA = Bo + BIFMD;-g + BoLIV + BsSIZE + B4FIN + BsLEV + BeMTB +
BAOSS + BsCFO + BoVAR + B10ROA + B1:YD + Biz-18ID + .

APDA = By + BIFMD;-g + BoLIV + BsSIZE + B.FIN + B5LEV + BsMTB +
BAOSS + BsCFO + BoVAR + B10ROA + B1:YD ~+ Biz-18D + .

ADA = Bo + BiFMD;-g + B2SSH + BsFMD*SSH + B.LIV + B5SIZE + B
6FIN + BAEV + BsMTB + BoLOSS + B10CFO + B1iVAR + B12ROA~+ B
13YD + Bry—splD A seeeeeeeeee @-1

APDA = By + BiFMD;-s + :0BOD + [BsFMD*OBOD + B.LIV + B5SIZE +
BeFIN + BALEV + BsMTB + BoLOSS + B10CFO + B1:VAR + [B12ROA +
Bis¥D 4 Bly_sglD 4 4 wweveeeeeereessemeeisemeie (2-2)
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Where :

ADA = Absolute value of the adjusted discretionary accruals from the modified
Jones model.

APDA = Absolute value of performance-adjusted discretionary accruals.

FMD = 1 if the sample firm is a family firm, and 0 otherwise. (see Table 2 for

definitions)

SSH = Equity ownership by minority shareholders.

OBOD = Proportion of outside directors on the corporate board.

LIA = Last year’s total current accruals (net income before extraordinary items
minus the operating cash flow scaled by the total assets at the beginning
of the year).

SIZE = Log of total assets.

FIN = 1 if the number of outstanding shares increased by at least 10%, or
long-term debts increased at least 20%.

LEV = Ratio of total debt to total assets at the beginning of the year.

MTB = Market-to-book ratio.

LOSS =1 if the firm reports a net loss for the fiscal period, and O otherwise.

CFO = Cash flow from operations scaled by the total assets at the beginning of
the year.

VAR = Standard deviation of the net income over the prior three years.

ROA = Current year’s return on assets (NI/Total assets)

ID = Dummy variable for the industry.

YD = Dummy variable for the year.

This study uses two measures of earnings quality to capture different
dimensions of quality.

(a) ADA : absolute value of adjusted discretionary accruals from the
modified Jones model. Jones (1991) measures the degree of earnings
management and earnings quality as a function of abnormal or discretionary
accruals. The estimates of earnings quality used in this study were
discretionary accruals derived from the modified Jones model used in

previous research (Subramanyam, 1996). However, while the modified Jones
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model estimates the regression coefficient using time-series data, this study
measured discretionary accruals through a cross-sectional analysis by industry
and by year because of a limitation in collecting long-term time-series data
in Korea. In estimating discretionary accruals, the total amount of accruals,
which is the dependent variable, was calculated by subtracting the cash flow
from operating activities from the net income. Non-discretionary accruals
were estimated using a model equation [Eq. (1)].

Our primary model is the modified cross-sectional Jones model (Jones,
1991) as described in Dechow et al. (1995). The modified Jones model is
estimated by using each of the three digits from the SIC-year grouping as
follows. The use of the signed version of the residual allows for testing
whether the quality of governance impacts the direction of discretionary
accrual choice, by investigating the relative use of income-increasing versus
income-decreasing discretionary accruals (Lobo and Zhou, 2006). Therefore, the
first measure of earnings quality is the signed residual from the modified
Jones model. To calculate the residual, firms are classified into industries by
the three digits from the SIC code, and the coefficients are estimated by
industry through the following formula.

TA JASSET ., = 0 o/ASSET,_, + B |(ASALES ,— AAR JASSET,_, + B ,PPE JASSET,_;+¢

TA:: Total accruals(NI; — CFOy)

ASSETi-1 : Total assets for year t—1.

ASALES @ Change in net sales, (SALES; — SALES;-1).
AAR : Change in accounts receivable, (AR — AR¢-1).
PPE :  Gross plant, property, and equipment.

¢ : Residual (proxy of discretionary accruals).

The estimation method based on Eq. (1) uses cross-sectional data by
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industry-year for the period from 1999 to 2006. In this study, the modified
Jones (Dechow et al., 1995) model was used in estimation for the companies
that shared the same last three digits of SIC. This was done in order to
control for industry effect. The discretionary accruals for each firm are
defined as the residual from Eq. (1) (DeFond and Park, 1997 ; Becker et al.,
1998). This residual measures the distance from the average of the industry,
and thus represents the each firm’s discretionary accruals matched on the
basis of industry (Peasnell and Young, 1998 ; Gul et al., 1999).

DeFond and Park (1997) and Becker et al. (1998) are some of the studies
that have used the residual of the revised Jones model as a substitute for
discretionary accruals. Following DeFond and Park (1997) and Becker et al.
(1998), we treat the DeFond and Park (2001) estimates of the abnormal
working capital accruals as the difference between actual and expected
working capital accruals, where the expectation is based on the relationship
between the prior-period working capital and sales.

(b) APDA : absolute value of performance-adjusted discretionary accruals.
We follow Kothari et al. (2005) and Ashbaugh et al. (2003) for measuring
APDA. We first estimate the modified Jones model cross-sectionally using all
firm-year observations in the same three-digit SIC code. The discretionary
accruals from this model are then differentiated from the discretionary
accruals of a firm with the same three-digit SIC code and with the closest
return on assets in the current year. We add the family-firm variables and
control variables used in other studies (Ali et al., 2007).

Table 3 describes the main variables of our study.
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[Table 3 Descriptions of all the variables used in the analyses]

Variable

Description

Earnings quality—1
(ADA)

Absolute value of the adjusted discretionary accruals from

the modified Jones model

Earnings quality—2
(APDA)

Absolute value of performance-adjusted discretionary

accruals

Family firm

1 if the sample firm is a family firm, and O otherwise. (see
Table 2 for definitions)

Monitoring power—1

(minority shareholder :

SSH)

Equity ownership by minority shareholders

Monitoring power —II
(outside board of
director : OBOD)

Proportion of outside directors on the corporate board

Last year’s total current accruals (net income before

LIA extraordinary items minus the operating cash flow scaled
by the total assets at the beginning of the year)

SIZE Log of total assets

FIN 1 if the number of outstanding shares increased by at least
10% or the long-term debts increased by at least 25%

LEV Ratio of the total debt to total assets at the beginning of
the year

MTB Market-to-book ratio
1 if the firm reports a net loss for the fiscal period,

LOSS .
and 0 otherwise

CFO Cash flow from operations scaled by the beginning of year
total assets

VAR Standard deviation of the net income over the prior three

years




72 #el &t MR GBS BSREGE3E B 1R)

Variable Description
ROA Current year’s return on assets (NI/Total assets)
ID Industry dummy
YD Year dummy

3. Descriptive statistics of family and non-family firms

The descriptive statistics on the variables used in the regression model are
presented in Table 4", The average percentage of common stock owned by
family members was 25.8%. The average number of family members with
executive-officer positions was 1.795. The mean percentage of family
members with executive-officer positions 24.4%. Finally, the average percentage
of common stock owned by family members with executive-officer positions
was 14.9%. In Korea, a large percentage of firms had family members
owning shares or participating in management. This suggests that, as in the
worldwide trend, family firms occupy a very important position in Korea and

that there should be further research on family firms in the future.

1) Descriptive statics preformed for all eight definitions for a family firm yielded
similar results ; therefore, only the results for the first definition (FMD1) is shown
here for the sake of brevity.
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[Table 4 Descriptive statistics]

Variable Mean Std. Min 1Q Median 3Q Max
SH CSR_SUM 0.258 0.165 0.000 0.130 0.250 0.366 1.000
FM 1.795 1.396 0.000 1.000 2.000 3.000 14.000

FMR 0.244 0.177 0.000 0.125 0.222 0.375 1.000
CSHR BOD SUM | 0.149 0.186 0.000 0.002 0.121 0.237 4.325
ADA 0.069 0.111 0.000 0.021 0.045 0.085 0.391
APDA 0.088 0.110 0.000 0.029 0.061 0.115 0.196
SSH 0.384 0.190 0.000 0.252 0.370 0.499 0.985
OBOD 0.210 0.155 0.000 0.125 0.200 0.286 0.769
LIA —0.009 0.133 —3.956 | —0.053 | —0.006 0.042 1.678
SIZE 19.276 1.494 15.191 18.230 19.057 20.075 24.890
FIN 0.281 0.449 0.000 0.000 0.000 1.000 1.000

LEV 0.494 0.201 0.001 0.346 0.493 0.636 0.999
MTB 0.929 0.249 0.207 0.673 0.815 1.012 1.151
LOSS 0.189 0.392 0.000 0.000 0.000 0.000 1.000
CFO 0.060 0.132 —0.121 0.010 0.058 0.111 0.360
VAR 0.213 0317 0.000 0.010 0.024 0.062 1.243
ROA 0.034 0.202 —2.929 0.006 0.034 0.071 0.236

Where :

SH CSR SUM : Percentage of common stock owned by family members.

FM : No. of family members with executive officers.

FMR : Percentage of family members with executive officers.

CSHR BOD SUM : Percentage of common stock owned by family members

with executive officers.

ADA = Absolute value of adjusted discretionary accruals from the modified
Jones model.

APDA = Absolute value of performance-adjusted discretionary accruals.

SSH = Equity ownership by minority shareholders.
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OBODR = Proportion of outside directors on the corporate board.

LIA = Last year’s total current accruals (net income before extraordinary items
plus depreciation and amortization minus the operating cash flow scaled
by the total assets at the beginning of the year).

SIZE = Log of total assets.

FIN = 1 if the number of outstanding shares increased by at least 10%, or
long-term debts increased by at least 20%.

LEV = Ratio of total debt to total assets at the beginning of the fiscal period.

MTB = Market-to-book ratio.

LOSS =1 if the firm reports a net loss for the fiscal period, 0 otherwise.

CFO = Cash flow from operations scaled by the beginning-of-year total assets.

VAR = Standard deviation of the net income over the preceding three years.

ROA = Current year’s return on assets.

Table 5 presents the correlation matrix calculated with the full sample
data. High correlations are seen between FMD 3 & 4,3 & 7,2 & 5,2 &
6, and 5 & 6. Apparently, these family-firm variables are highly correlated
due to the overlapping definitions of family businesses. The dependent
variables and other independent variables show high correlations, which
suggests that we need to consider those confounding variables in the multiple
regression models not to distort the results. The ADA and APDA variables
exhibit a positive relation with family firms. The analysis indicates that the
ADA and APDA variables have significant negative correlations with the
SSH and OBOD variables. which means that we need to include those
confounding variables in the multiple regression models to minimized the

distortions.
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[Table 5 Pearson correlations for the test variables]
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IV. Empirical Results

Table 6 shows the difference between the means-test results for the two
sample groups : FM and NFM. The tests were conducted for the various
family groups defined in this study, and every FM shows higher
discretionary accruals than NFM does. This implies that family firms have a
lower quality of earnings than non-family firms. With regard to ADA, family
firms show means in the range of 0.078 ~0.089 as opposed to 0.063 ~0.065
for non-family firms with a t-value of 3.850 (up to 5.290), which is

statistically significant at the 1% level.

[Table 6 Empirical results on abnormal accruals to
family and non—family firms]

ADA APDA

Group
N Mean t—value p—value| Mean t—value p—value

FMD1 | Family firms | 1,129 0.078 4300 <.0001| 0.094 2.820 0.005

Non-family
2,311 0.063 0.084
firms

FMD2 | Family firms | 1,651 0.083 5290  <.0001 | 0.100 4340  <.0001

Non-family
1,789 0.063 0.083
firms

FMD3 | Family firms | 1,532 0.079 3990  <.0001 | 0.095 2.810 0.005

Non-family
1,908 0.064 0.085
firms

FMD4 | Family firms | 1,659 0.081 4420  <.0001| 0.097 3.160 0.002

Non-family
1,781 0.064 0.084
firms
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ADA APDA
Group
N Mean t—value p—value| Mean t—value p—value
FMD5 | Family firms | 1,622 0.082 4,640 <.0001 | 0.099 3.870 0.000
Non-family
1,818 0.064 0.084
firms
FMD6 | Family firms | 1,670 0.081 4490 <.0001 | 0.099 3920 <.0001
Non-family
1,770 0.064 0.084
firms
FMD7 | Family firms | 1,422 0.078 3.850 0.000 0.095 2.610 0.009
Non-family
2,018 0.064 0.085
firms
FMDS8 | Family firms | 2,233 0.089 4980 <.0001 | 0.100 2.830 0.005
Non-family
1,207 0.065 0.086
firms

Where :

ADA = Absolute value of the adjusted discretionary accruals from the modified

Jones model.

APDA = Absolute value of performance-adjusted discretionary accruals.

1. Earnings quality

The results from the earnings-quality regression analysis for family firms

appear in Table 7. The model presented in this paper includes ADA and

APDA as the dependent variables, and the presence of family control as an

independent variable. Other independent variables were incorporated to

control for the firm and industry characteristics.
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[Table 7 Family firms and earnings quality, 2000~2006(n = 3,340)]

L0 19070 ISIT0 8SLT0 LT S9LT0 CAK) 6LLT0 bsu v
- 1100 e PR6E | 6568 o 2965 |one SE6E | 9568 |un 968 fans oror | 1
.vJD—u.—-:DﬁH .—Jn.v;.ﬂ:uﬂ: —u”.—::n:: .vvv—u.:‘—uﬁH .—JD.—¢5—Q=H CD.‘J._:DH—H .—vbvﬂ—‘—us .—JD.—ag—USH D~
.vJD—u.—-:DﬁH .—Jn.v;.ﬂ:uﬂ: —u”.—::n:: .vvv—u.:‘—uﬁH .—JD.—¢5—Q=H CD.‘J._:DH—H .—vbvﬂ—‘—us .—JD.—ag—USH D>
stk 80°S" 6LEO0" |ewr  ST'S- 88C0- [|wwx  60°S-  08€°0- [sasx IS TIRE0- [exx  ST'S- SBED~ |swx  9T'S-  ORE€0~ [ssxx TS~ 18€°0- [ex+ TT°S-  TRE0- vou
sxx LS 000°0  |esx 888 00000 |s#x 988 0000 |xxx L8R 0000 |+x= 98’8 0000 |xxx 98'8 0000 |«=x 888 0000 |#x+ 68’8 0000 AVA
s COC S8T'0" | TO'T- 6LT0" [sese 86T €810 [ 66T €RT0- |ssex  L6'T- T8I0~ |xsx V6T~ 0810 |exx 66T~ €810 |sxx 66T €ST0- [eE )
srn 10°€ LTOO" [wsre SO'E- 8TO0- |swx  SO'E-  RTOD- |sxx  90°C-  STO0- |sxx  LOE-  8TO0O- |sxx  LO'C-  BTOD- [s+=x  90°C- 8TO0- |sxs LO'E-  8TO0- SSO1
sxx €88 000" |wsxe  €L'8 6£0°0" |sxx  T9'8 6£0°0- [x2x  ¥9'R 6€0°0- |+xx TL'8 6£0°0- [xxx  €L'S 6€0°0- |«xx €98 6€0°0- |+x+ T8'S 6£0°0- gIN
¥8'0-  TI0°0- 9L'0-  TI00- LLO-  TT0°0- LLO- 11007 6L°0-  TI00- SLO- 1100 €L°0- 1100~ 9L°0- TI00- ATT
w1 L0O00 wl L000 ST1 L00°0 YT L0000 171 L0000 1TT L000 9’1 L0000 T L0000 JIE
s €0°C 900707 s 00°€ 900°07 [ss  SO'E- 900°0- [ 90°€C- 90070~ |gxx  T0°E- 9000~ |xxx  €0°C- 9000~ |exx 80°C- 90070~ |sx+ TTE-  LOOO- q4ZIS
€'0- 8200~ 9¢'0-  €20°0- 7’0~ 8TO'0- £7°0- 8200 6€°0-  STO0- L0~ ¥T00- ¥¥0- 8200 €7'0-  8T0°0- VI'T
gk 98T PTIO0 e L0T 1100 81 8000 LS'T 8000  |ex 60T 100 fax 11T 1100 15T 8000 |exx #9T 100 AN
wx SOT TST0 |ees 1LT S8T0 ek IST 6810 |wex  £5F 6810 |sws L7 SSTO |ss SLF O8I0 |ewx 8T 6810 |exe O6F €610 |idoamanuy
[H¢ad enien e [V Id 8njeA e < id enien e [1{4d 8neA e ¢ idenien ) e 1€ g enien e V¢ id eneA 1 e V¢ i @neA oew
eied eied eled eJed eled eled eljed eled
8ANWS 2An4 9An4 SAn4 VAN £AN4 2and LanNd
vadv :aiqeueA juspuadaq
5% WES0 vSS0 7550 wes0 5550 7550 67550 bSA TV
. O'SET. e PSSET e €1°SET | 9TSET | 6S°SET | ILSET o LTSET | wssr | 4
ﬂv—‘u—.—_u:— papnouj —JD—J—.——Q:— ﬁvD—J—.—_.J_: —JD—JS—D—: ﬂ”ﬂﬂ-ﬂt—. papnpu) ﬂuﬂﬂ_uﬂ— al
ﬂv—‘u—.—_u:— papnouj —JD—J—.——Q:— ﬁvD—J—.—_.J_: —JD—JS—D—: ﬂ”ﬂﬂ-ﬂt—. papnpu) ﬂuﬂﬂ_uﬂ— aA
wox SSOL- OLEO- |usn  S6O1- 0807 w601 RLED | 601- SLEO |sws  T601- SLEO- |ows  Z601- SLED- ek 9601- 0R€0- s S60I- 0860~ | vOU
wx 97 0000 |ues LT 0000 | T 0000 |ws ELF 0000 lsks (L7 0000 | L7 0000 |k LT 0000 s ST 0000 | WVA
wox SU ESEO- jun  SPLL ISE0" pome 97 11- TSE0- fess OF 1= TSEO laws  SUL1- ZSE0- |ws  LP11- TSED- ok THLI- 0SE0- w76l 0SE0- | 04O
wox OTEL- LS00 |us  6TE1- 88007 fome SEEI- LS00 s OEEI- 800 |aws FEl- 8800~ lws FEI- 8800 jewx  LEEI- LR00- s  1FEI- 8800- | SSOT
wex 601 SO0~ |un 6801 BE00- e LROI REO0- o €801 LEOO faws 6801 SE00- lws 1601 SE00- |ess 7800 LEOD- | 601 800~ | €N
wox LUS Q000 |us 1TE T000 |ome PUE T000 |ewk PIE 000 ks SIE 2000 |uss SI'E T000 |k SIE C000 | TIE 2000 | AZT
s 000 €1 000 ST L000 951 1000 S 000 €1 2000 651 1000 651 L000 | NI
e e oL1- S000- [ I8 L B €000 [ SLUI- €000 | 61~ €000~k vR1- S000- s 661- £000- | AZIS
sk LTI e (TL1= TLEOQ™ |wwse TN e 9T 11= C€1E€07 | STLI €107 [swne ST TIEO0 s 1T11= 11E0 |ewex  TTL1- TICO0- VIl
s SET 0100 | FTT 6000 ek PIT 6000 | 761 SOD0 ls 62T 6000 |k IFT 000 | S61  S000 s TET 0100 | Qnd
or 99C  TUD |us SOE TINO ek L€ EIU0 |ome SLE  SILO s L9F SII0 lws L9F  EII0 |exs SLE SIUO |wwx S6E 0TI0 | 3wy
B SMRA T oo [Cad 8 1 oo (G 8NRA | oo [BCad SMEA T oo (NI STIRA | oo [BICad 8NIRA | oo NI SN L oo (i SPlen | oo
eled eled eled eled eled eled eied eled
8AWH 2An4 [ele[AE] SAn4 AN £AaNd 2and LanNd
vav : ageueA juspuadaq



The Impact on Family Firms' Earnings Quality of External Monitoring 79

After analyzing the relevant regression coefficients, the main finding of
this study is that the family firms’ coefficient shows a positive value, which
suggests that discretionary accruals are more negative for non-family firms
when compared to those of family firms.

Compared to non-family firms, family firms were found to have a lower
quality of earnings. This result is different from the reports of previous
research, suggesting that it is relatively hard to monitor family firms
compared to non-family firms. Also, the control and management of family
firms is usually in the hands of family members, resulting in a lack of
transparency in managerial decisions. This tendency is more prevalent in the
family-centered cultures of Asian countries. Probably for this reason, the

quality of profits is even lower in Korean family firms.

2. Monitoring power

Table 8 shows multiple regressions for family firms and the monitoring
power of minority shareholders. In this table, there is a positive association
within family firms between the level of equity ownership by minority
shareholders and the earnings quality. Companies with higher equity
ownership by minority shareholders are more likely to have higher earnings
quality.

Even among family firms, those with a large number of outside minority
shareholders are exposed to high pressure from external capital markets
compared to those with relatively few outside minority shareholders. Thus, a
monitoring group can execute effective monitoring activities for family firms
with a significant number of outside minority shareholders. Accordingly, it is
also understood that outside minority shareholders are playing a useful role

as a monitoring group over such companies.
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Table 9 shows multiple regressions for family firms with high
proportions of outside directors and monitoring power. This table shows that
companies with a higher proportion of outside directors on their corporate
board are more likely to have higher earnings quality. It has been found in
previous research that outside directors play a very important role as a
monitoring group. The same could be said of our study as well that among
family firms, those with a higher percentage of outside directors are
monitored more efficiently than those without. This suggests that outside

directors have a positive effect on the quality of earnings in family firms.
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V. Conclusions

This study represents an initial attempt to study the relations between
family firms and earnings quality. Although the literature on earnings quality
is vast and well developed, no prior study has examined the links between
family firms and earnings quality in Korea. Also, to the extent that the
accounting literature has examined family firms, most of the focus has been
on ownership itself. This study extends this subject by including proxies for
family firms’ control and management level.

In contrast to Wang (2006) and Ali et al. (2007), this study finds that
reported earnings are of better quality for non-family firms as compared to
those of family firms. Our finding is consistent with the notion that family
firms are less efficient because concentrated ownership creates incentives for
the controlling shareholders. As family members usually hold important
positions in management and on a company board, these firms may be prone
to ineffective monitoring by the board.

This study has found that a higher level of equity ownership by minority
shareholders and a higher proportion of outside directors on a family firm’s
board have a great impact on the earnings quality. The result is a significant
addition to the growing body of literature, which finds a link between the
inherent mechanisms of family firms and various facets of financial reporting.

However, the interpretation of the results presented here may be limited
because the sample period only covers from 2000 to 2006. The paper could
not cover current period since the data for gathering key variables such as
directors’ ownership, family status, etc. could not be fully hand-collected in

time of the research.
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