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13.9%°]™ EFAE= 5.1%2 Ao &2 vehtthi) o213 Ayt F9do|AeS 18 7
°F 9% =9 Adzelu|do] =7l EAdths AS ulsi ), dx7|9S e

A7) AL EH] &S %—73, }Oﬂﬂ Ahn, Cha, Ko, and Yo0o(2008)2] ZAZ}e} fA}siTh 2 Ae] #4]
(ABCFO), Y137} A Z97HABPROD), ¥4} A %4 B]-8(4BDE)

29
5
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=
o,
o O
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vk
ulru

38(0.108), —0.066(0.169), 0.035(0.142)%1 A2 YEht 2312 =

}0.0
T 54S & F du W A=A o]z Ao AN FEE Uhle FAA

=4
AEA o]z =X E(UBREMI, ABREM2, ABREM3)9] HF(FFHHS 242 —0.138
(0.345), —0.072(0.19), —0.1(0.295)¢1 Ao & Epyit}

2 AFRYd BARFE AMSE WFEY] Ve ATES Av R, WENBETA) = ol
1.00291 Aoz Hugo], AAsA F48 Aoz Avdn). a8l 74T SIZE)E B (F

el 1236 A 2w ), AR N AR ¥lE&(B/M)S BE(FHT)el 1.1
(0.822), 18|31 F-A| Bl &(D/M)E H(FH)°] 1.165 (0.59) = YEeH, & Hysd o
e V& ATFES v AR S Hd) 3| A EA G o] &Lt HW‘%& a9
v A A2 AFIDRISK)Z B H01e] MEA(OIVOL) B A FEA 7} o] o =)o) BAMY(EFDEY)
o] Fi-2 247} 0.025, 0.041 2 0.180°]A. 2.1, o9} A (GROWTH)®| Ht-& 16.3%S1 212
2 Uehgth ool AEA A Aol Hofgh(DA)ell thet HiE 0.094Q1 O = VERER, 2
Aol EFHE <F 29.4%°] 7Ige] ZATA FEC] de AR BT

<t 2> E 2 AT AFEA ALE T8 BFEY Foj& FAASFE Husisith

12) <E 1>0] ANGAE @skort, A1) =A@ ela) B39 Azt AR E FEE 108%AA
16% Atole] 25 Hith

13) Claus and Thomas(2001)¢] Aol &3, 57199 745 3% 1 o]3t, 18]z th& A7 578=¢]
B < 5% FEQ AR Ve

14) o]F EA A= dlAe] HolE 3l HFY AFHFTZ T B A& FH(—)FEE BA
ol & B A= AT dBH R A /A9 AEA o]z AL FH+) e UYEME
5 W3S a9k
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B3 g NSH 0T SED XPIAHEHSY BRI

[y )

COE= ¢+ B1ABCFO(ABPROD, ABDE) + B.BETA + B;InSIZE + BanB/M + S sinD/M
+ B6IDRISK + B70IVOL + BsEFDEV + BoGROWTH + [10DA + BuLIST
+ Industry Dummies + &

Variables Coef. t—stat COef. t—stat COef. t—stat
INTERCEPT 0309 12.11 0307 " 10.51 03117 1046
ABCFO 0017 2.07
ABPROD 0.016 426
ABDE 0.004 0.70
BETA 0.006 * 1.79 0.005 1.50 0.006 1.65
InSIZE -0.009 ™  —7.89 -0.009™"  —6.66 -0.009 ™" —6.67
InB/M 0.008 ™ 3.47 0.007 " 3.13 0.007 " 2.94
InD/M 0.015 " 5.05 0.015 " 4.92 0.015 ™" 5.34
IDRISK -0.1117"  —2.83 -0.114™"  —2.87 -0.116 " =331
OIVOL 0.191 " 1.89 0.195" 1.89 0.187 1.66
EFDEV —0.004 —1.44 —0.004 -151 —0.003 -1.17
GROWTH 0.031 " 4.76 0.031 " 436 0.031 " 441
DA 0.007 0.81 0.015 " 1.95 0.015 " 2.12
LIST 0.008 * 1.82 0.008 1.56 0.007 1.53
Industry Dummies Included Included Included
Avg. adj. R? 0.331 0.333 0.329
N. of Years 7 7 7
N. of Obs. 1,564 1,564 1,564

1) InSIZE, InB/M, InD/M=

g,

& 3AEN A7E B9, Roychowdhury(2006)7F Al A1 Al 714 A&
o thal A 27| A8 &(COE)T}e] AAAAES
(D) IFAAF 7= 7H™ 5%
A7HABPROD)E 1%
2 7 E Aog Yevith a2y vy A w4 H-8(4BDE)2] 4%

I M Az
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A1) At

A £
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Qo AT 27

2V¥z} SIZE, BM, D/MS] A2 gholn, oe} WigE < >3

A o] zA izl% A A
A An g 98T
FEoA A (ta6=2.07) BAFLE 23k Aoz

FEolA(tgh=4.26) BAH R fre
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AU ER, B AFAA d S vtel FUsA A7 AHEH] L(COE)&
1A R(InSIZE)S} 5% TFollA BAA LR froldk (—)e] FHAE 7= ¢, ARt
A H] A7RA Bl E(InB/M), F-A WE&(nD/M), B0l REHOIvoL) 3 ol 374
(GROWTH)T}= BARCE fod H(+)o ZFHAAE 7HA e Aoz Yeiyth a8la Al F
271 o] o ZX] 2] ¥AMY(EFDEV) L BIAAA | AUDRISK)= 71 A9 T3 B4
Ao folgk F(—) HJHBAE 7= AR YE oy, WENBETA)= XH(+)9 3HA
T s BERov {93 AHAAE YA = Rkt tEo] AlFA HAA(DA)S A
2 AZIAREE] ST fol S ()] FHIAE YER = o2 YERsth nix e g AR
I RFLISDHS 735 A ()9 B S Holu 1942 tha AlgdA ot ¢ & AF5RY
o] A& of 33%0| Gl Aoz YEhY 7]E A+ E(e.g., Ahn, Cha, Ko, and Yoo 2008)<]
AENZE 5 A7 AFTEFE S AARH &S AP o] ST AFHE 7/ de
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CH 4y AZ2X o|QlxAFo| ZetM £ZX1} A}7|AH=H| 0| mEM

COE= ¢+ B1ABREMI(ABREM?2, ABREM3) + B.BETA + BsInSIZE + B4nB/M + BsinD/M

+ B6IDRISK + (,0IVOL + B3EFDEV + B9GROWTH + j310DA + B uLIST
+ Industry Dummies + &

Variables coef. t—stat coef. t—stat coef. t—stat
INTERCEPT 0307 10.78 0.308"" 11.05 03097 1042
ABREM1 0.006 " 3.16
ABREM? 0.009™ 2.12
ABREM3 0.006 " 2.87
BETA 0.006 1.57 0.006 1.63 0.006 1.57
InSIZE -0.009"" —-6.90 -0.009""  —7.13 -0.009""  —6.63
InB/M 0.007"" 3.11 0.007"" 3.08 0.007"" 3.00
InD/M 0.015"" 5.08 00157 5.20 0.015"" 5.16
IDRISK -0.113" —-295 -0.113"" =305 -0.113""  =3.06
OIVOL 0.193" 1.95 0.190" 1.93 0.190° 1.80
EFDEV —0.004 —1.45 —0.004 -129 —0.004 —-131
GROWTH 0.032™" 445 0.032"" 452 0.0317" 4.40
DA 0.012 1.53 0.012 1.34 0.015" 1.98
LIST 0.008 1.56 0.007 1.57 0.007 1.53
Industry Dummies Included Included Included
Avg. adj. R 0.332 0.331 0.331
N. of Years 7 7 7
N. of Obs. 1,564 1,564 1,564

1) InSIZE, InB/M, InD/MS 27} SIZE, B/M, D/M ] AQA 21 gho|W, ot 4 <E 1> <F 2>5

<3# v AEA o]z FAA T A AN L] AR EARE Busta
Aok WA A AEH o]y X FoM A A AEA o]z =R RIS
278 S ABREMIS A7 AN &(COE)Z H(+)Q IAASF S 7Y 1% ol

3.16) BAH R fogk Aoz Ueylth dEo] F 7Hx] AEA o]dxd 3329
352 243 D<ol ABREM2S} ABREM3SE 5% 3ol 28 Z(+)9 3AAFE 714
= LFERSE
|

=
9] BEAALAATHE P HY FR/1QS TPFo R & B AN AGAst Bl
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283.
AAE - DA - 4. 2008, “EA3| T B o] F3LE 9%t AA o]z L. SIAIAE Al
178 A43 31 -63.
AAE - viAE - AL 2009. “H Aol xH o] 7] A Hol| mlA= G, A TtAT A344
A43 1 31-70.

W5 2002, “7199] TR 7197 2 FAE tig A QYRR ES SR g
A A A308 A1Z : 391 -434.

Al - ol - Bk, 2004, <] EAZE ST F ] AR v G AFAT Al
178 A2% : 163 -201.

oY

1z
oM.

A - H #1999, “FATATIGE o2l A ATA A7 SAGAT 224 A4z 1
-27.

2 - 229, 2007 < HHGA o] AZ|AREH] G WA= 9. SAAT Al12A Al25 1 260 -
288.

ARl 2008, “HEA A FA7]Y FAe] A H AT AW R &I - frtsdA R
o HlmE FAHOE - IAFEAT A26A A45 : 67-95.

Ahn, S., S. Cha, Y. Ko, and K. Yoo. 2008. Implied Cost of Equity Capital in Earnings — Based
Valuation Model : Evidence from Korea. Asia —Pacific Journal of Financial Studies 37 :
599 - 626.

Barth, M., J. Elliott, and M. Finn.1999. Market Rewards Associated with Patterns of Increasing
Earnings. Journal of Accounting Research 37 : 387 —413.

Bhattacharya, U., H. Daouk and M. Welker. 2001. The World Price of Earnings Management.
Working paper. Queens University.

Botosan, C. and M. Plumlee. 2005. Assessing Alternative Proxies or the Expected Risk Premium.
The Accounting Review 80 : 21 —53.

Chen, F., B. Jorgensen, and K. Yoo. 2004. Implied Cost of Equity Capital in Earnings Based
Valuation : International evidence. Accounting and Business Research 34 : 323 —344,

Claus, J. and J. Thomas. 2001. Equity Premia as Low as Three Percent? : Evidence from Analysts’
Earnings Forecasts for Domestic and International Stock Markets. Journal of Finance 56 :
1629 — 1666.

Clarkson, P., J. Guedes, and R. Thompson. 1996. On the Diversification, Observability, and
Measurement of Estimation Risk. Journal of Financial and Quantitative Analysis 31 @ 69 —
84.

Cohen, D., A. Dey, and T. Lys. 2008. Real and Accrual —Based Earnings Management in the Pre



=X 0[=FO| A |AH=HIS0| DAl d& 127

and Post — Sarbanes — Oxley Periods. The Accounting Review 83 : 757 —787.
Cohen. D. and P. Zarowin. 2010. Accrual — Based and Real Earnings Management Activities around
Seasoned Equity Offerings. Journal of Accounting and Economics 50 : 2-19.
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Real Earnings Management and Cost of

Equity Capital

-Evidence from Korean Firms -

Hong Min Chun® - Seung Min Cha™*

{Abstract>

This paper examines the potential effect of real earnings management on cost of equity capital
for Korean firms. Real earnings management(Hereafter Real EM) defined as the deviation from
normal business practices with the primary objective of manipulating current period earnings.
This study use abnormal cash flow from operations, abnormal production costs and abnormal
discretionary expenses as proxies for the managers’opportunistic Real EM behavior (e.g.,
Roychowdhury 2006 ; Cohen and Zarowin 2010).

Prior research has documented that accrual EM has positive (+) relationship with cost of equity
capital (e.g., Francis, Lafond, Olsson, and Shipper 2005 ; Lambert, Luez, and Verrecchia 2007).
However according to Cohen, Dey, and Lys (2008), after the SOX (Sarbanes Oxley) act, managers
began to substitute earnings management methods from accrual to Real EM because of potential
legal costs. Also accrual and real EM have big differences in that regulator or auditor cannot
scrutinize Real EM because Real EM is manager’s autonomous behavior to upward reported
earnings to meet or beat certain financial reporting benchmarks. In addition, accrual EM has no
direct cash flow consequences, Real EM affect cash flows. Prior research document that Real EM
has greater negative consequences than accrual EM (Gunny 2005 ; Zang 2007). Most of Korean
Real EM papers just focus on long term operating performance or its stock market reaction (Kim,
Bae, and Goh 2009). Despite the increasing interest in and importance of Real EM, little study to
date has examined whether and how investors perceived Real EM through implied cost of equity
capital in Korean setting.

By using Korean firm/year 1,564 observations between 2001 and 2007, we find that Real EM
(especially abnormal cash flow operations and abnormal production costs) is positively (=)
associated with cost of equity capital even after well —known risk proxies are controlled for. Thus,
we conclude that the more managers use Real EM to increase reported earnings, the higher risk

premiums the investor require.

* Doctoral student, Korea University Business School, First Author
#% Assistant Professor, Kyonggi University, smcha@kgu.ackr, Corresponding Author
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This paper’s contribution is as follows. This is the comprehensive study to examine the effect of
manager’s Real EM behavior on cost of equity capital for Korean firms. More specifically, this
study empirically shows that investor’s perceived risk is higher when manager use upward Real
EM to higher reported earnings. We believe that our empirical evidence may shed some lights on
our understanding of managers’ opportunistic Real EM on cost of equity capital based on Korean

firms.

<{Key words> Real Earnings Management, Cost of Equity Capital
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