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The Informativeness of Consolidated

Financial Statements

-From the Perspective of Value Relevance and

Market Response -

Youn—Sik Choi* - Hyung—Rok Jung** - Jin—Ha Park™*

(Abstract)

Starting in 2011, Korean companies should present IFRS —compliant financial statements. As
one of the requirements, a parent company needs to issue consolidated financial statements as the
primary financial statements. Since current Korean GAAP requires non—consolidated financial
statements as the primary financial statements, various stakeholders in Korea are not accustomed
to consolidated financial statements.

The purpose of this paper is to identify differences in the economic meaning and the
informativeness between these two types of financial statements. We use financial data from 2004
to 2008 with more reliability after the post—audit review process of FSS. We find that there
exist differences in key financial information between consolidated financial statements and non—
consolidated financial statements. In addition, the value—relevance of both book value and
earnings are not significantly different between them. Finally, we find that market additionally
responds to the announcement of consolidated financial statements. Specifically, there is
significant return —earnings relation for consolidated earnings even after controlling the impact of
non—consolidated earnings, and the average trade volume around the announcement of
consolidated earnings date is greater than that in the non—report period.
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This paper may provide guidelines for disentangling differences in financial information
between non—consolidated and consolidated financial statements and evaluating the economic
substance of a firm on the basis of consolidated financial statements. In addition, this paper may
empirically support the adoption of K—IFRS by showing that consolidated financial statements

are significantly utilized for investor’s decision —making of short—term as well as of long—term.

<Key words> K—IFRS, Consolidated Financial Statements, Value—Relevance, ERC, Trade Volume

[. Introduction

The purpose of this paper is to examine whether investors recognize differences in the meaning
of financial information provided by consolidated financial statements(hereafter, CONSOL) and by
non—consolidated financial statements(hereafter, NON—CONSOL). In addition, this paper
investigates whether CONSOL additionally provides useful information beyond that conveyed by
NON—CONSOL or not.

Since 1997 Asian financial crisis, Korea moved to improve supervision and regulations on
financial markets and to introduce more market discipline. Another step towards improving
corporate accounting system was the adoption of International Financial Reporting Standards
(IFRS). More than 100 countries across the globe, including those in Europe, currently require or
permit IFRS reporting. In line with this movement toward a single set of high—quality global
accounting standards, the Financial Supervisory Service(hereafter, FSS) disclosed the road map on
March, 15, 2007. Korea is planned to adopt the standard, named as K—IFRS, in 2011.

It has been believed that the difference between Generally Accepted Accounting Principles of
Korea(hereafter, K—GAAP) and IFRS may be one of the reasons why foreign investors do not
believe financial information disclosed by Korean firms. Considering the unification of International
Accounting Standards with K—GAAP, FSS expects the adoption of IFRS to be helpful to
increase the transparency and credibility in financial statements of Korean firms and to overcome

the “Korea discount” phenomenon.2)

1) To successfully adopt IFRS, FSS established a committee in 2006, which consists of the related affiliates
of the government, representatives of firms, and accounting professionals, and co—prepare the road map
with Korean Accounting Standards Board.

2) The “Korea Discount” is defined by Forbes Magazine as “the amount by which investors undervalue
Korean stocks.”
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Practically, the adoption of IFRS may have different features compared with the current K—
GAAP, such as principle —based standards, fair value accounting, CONSOL, de facto control, and
so on. One of great changes brought by K—IFRS is that a parent company is required to issue
CONSOL as the primary financial statements. CONSOL is the financial statements of a parent
company and its subsidiaries as if they are one single economic entity. CONSOL is expected to
present the economic substances of a parent company more effectively. While CONSOL is the
primary financial statements in many advanced countries such as U.S. and U.K., K—GAAP has
enforced NON—CONSOL as the primary financial statements. Only firms which meet some
criteria are subject to additionally disclose CONSOL after they disclose NON—CONSOL.
Therefore, it is expected that the switch of the primary financial statements from NON-—
CONSOL to CONSOL can provide global capital market with financial information on Korean
firms more compatible with international standards. Moreover, CONSOL, prepared on the basis
of the concept of economic entity, can provide global capital market with more comprehensive
information on its financial status and operating performance.

However, there exists debates on CONSOL as the primary financial statements in Korea. First
of all, CONSOL requires relatively sophisticated accounting knowledge about the process of
consolidating. Therefore, some information users who do not have enough knowledge on it may
have difficulty in interpreting the meaning of financial information provided by CONSOL. In a
certain case, they may not have an appropriate economic decision—making on the basis of
CONSOL. Second, a short history of CONSOL of Korea may not have provided enough
credibility for CONSOL. CONSOL was introduced to Korea in July 1974 but its disclosure has
been left to companies’ discretion before the revision of administrative regulation of Securities
and Exchange Act in Aril 1992 which enforced listed companies to attach CONSOL and related
audit opinion to annual reports.3) However, there has never been any regulatory process in order
to confirm its appropriateness until the post—audit review process was firstly accomplished by
FSS in 2004. Lastly, the informativeness of CONSOL is somewhat controversial. Some insist that
NON—CONSOL provide the identical information as CONSOL do through the equity method
and notes attached on it. They argue that NON—CONSOL which do not require relatively
sophisticated accounting knowledge may be more effective and efficient than CONSOL in which
complicated consolidating process is necessary. Others, however, assert that CONSOL may

provide stakeholders with additional information which is not included in NON—CONSOL.

3) In December of 1993, “Law on external audit for joint stock companies” was amended and since then,
the obligation of the preparation and external audit of CONSOL have been expanded to the companies
whose total assets are over W7 billion.
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Despite of these debates, there is no avoiding the adoption of K—IFRS. It means that
stakeholders should make their economic decisions on the basis of CONSOL. Therefore, it is very
timely to investigate whether there is any difference in key financial information between
CONSOL and NON—CONSOL and whether CONSOL additionally provide useful information
beyond that provided by NON—CONSOL. Moreover, it is quite important to examine whether
stakeholders properly recognize and differently respond to the economic meaning of financial
information conveyed by CONSOL in order to prevent potential confusion after the implementation
of K—IFRS. However, prior literature does not tackle these issues comprehensively but touch
them individually. In addition, most prior literature accomplishes empirical tests using relatively
less credible financial data that any official verifying procedure has not been carried out by FSS.
These may lead mixed empirical results and a limitation for interpreting them.4)

Using financial statements data from 2004 to 2008, we provide the following results. First, in
terms of the difference in key financial information(hereafter, KFI), we find that most KFIs for
stability, profitability and valuation, based on CONSOL, significantly deteriorate, but most KFIs
for growth and activity, based on CONSOL, significantly improve compared to KFIs based on
NON—CONSOL. Second, with regards to value—relevance tests using the price model and the
return model, we find that both book value and earnings are significantly value—relevant under
NON—CONSOL as well as under CONSOL. However, there is no significant difference between
them. Next, in ERC test, we find significant return—earnings relation for consolidated earnings.
Finally, with regards to trading activities of investors in the capital market, we find that the
average trade volume around the announcement date of CONSOL is greater than that in the non
—report period.

The empirical results may document what is going to happen after the adoption of K—IFRS
from a perspective of CONSOL. KFIs of Korean firms may deteriorate or improve due to the
change of the primary financial statements even though there is no any change in their economic
substances. In addition, the results imply that, from a perspective of long—term, the ability of
financial information to predict a firm’s value may not change, but, from a perspective of short—
term, investors may enjoy more benefits by using CONSOL. In sum, CONSOL additionally
provides useful information to the market.

This study contributes the literature in several ways. First, it will be helpful to various
stakeholders to understand the characteristics of CONSOL and to make their economic decision

by providing guidelines for disentangling the differences in the financial information between

4) Prior literature shows mixed and limited evidences on several issues regrading CONSOL such as the value
relevance, invoking the needs of further study. We discuss about them in more detail in section 2.
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NON—CONSOL and CONSOL and evaluating the economic substance of a firm on the basis of
CONSOL. Second, this paper may empirically support the adoption of K—IFRS by showing that
CONSOL is significantly utilized for investor’s decision—making of short—term as well as of
long —term.

The remainder of this paper is organized as follows. Section 2 discusses related prior literature.
Section 3 reports our sample and the results of key financial information analysis. Section 4
describes our research design. Section 5 presents our empirical results. Finally, we summarize our

findings and offer some concluding remarks in Section 6.

II. Literature Review and Hypothesis Development

Literature on the informativeness of CONSOL in Korea can be differentiated based on the
change in regulation and accounting environment. The three main changes are the reporting and
auditing obligations of CONSOL in April 1992, application of equity method in 1999, the post—
audit review process in 2004.

At an early stage, researchers have focused on comparing the financial ratio between CONSOL
and NON —CONSOL(Ko, 1985 ; Jung and Kim, 1991 ; Kim, 1995 ; Jung, 1996). Using different
samples and methods, they find consistent evidences that the major financial ratios of CONSOL
are significantly different from those of NON—CONSOL. Specifically, business conditions looks
relatively unfavorable in CONSOL. This finding indicates that financial market would be
influenced by CONSOL because financial ratio consisting of liquidity ratio, leverage ratio, and
profitability ratio is a speedy approach to check the standing of a company and market
participants use it in their valuation and investment. Recent study of Shin(2008) shows that the
difference between CONSOL and NON—CONSOL still exists even after there have been many
changes to regulations in the last few years. Some papers in early 1990s directly investigate the
informativeness of CONSOL using return data and find that CONSOL has an incremental
information contents over NON —CONSOL(Kim and Nam, 1994 ; Jung and Kim, 1994). In sum,
these studies show that the information contents of CONSOL and NON—CONSOL are different
and each provide incremental information contents over another in capital market. However,
despite the above findings, criticism has existed about the value—relevance of CONSOL at this
early stage because CONSOL was not audited before 1992 and thereby it was considered not

reliable.
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Therefore, when Securities and Exchange Act enforced listed companies to attach CONSOL
and related audit opinion to annual reports in April 1992, a series of research which investigate
whether CONSOL adds information contents to NON—CONSOL or not using this audited data
surge up(Chun, 1994 ; Lee, 1995 ; Hwang, 1995 ; Park, 1995 ; Kim, 2000 ; Kim et al., 2001).
They consistently find that CONSOL have incremental informativeness beyond NON—CONSOL
and conclude that CONSOL is useful to the market.

Next, another change regarding CONSOL is the application of equity method in 1999. While
prior literature provides the evidence that CONSOL is value —relevant under cost method, it is
questionable whether this will sustain under equity method because the net income of CONSOL
equals to that of NON—CONSOL under equity method. A series of studies investigated this
issue, and results are mixed. Shin and Lee(2002) test whether the average cumulative abnormal
return(and stock trade volume) is different between the test period which is the dead line of the
introduction of the CONSOL and the control period. They also test whether the difference
between consolidated earnings and non—consolidated earnings affects the stock price measured by
cumulative abnormal return. Their results show that the average cumulative abnormal return(and
stock trade volume) is not different during the test period, and the consolidated earnings and sales
also do not significantly affect the stock price. Consistent with this study, Park(2002) finds that
consolidated earnings is value —relevant under cost method, but the effect disappears under equity
methods. Other financial information was not value —relevant in any method. On the other hand,
Kim and Na(2002) use different approach. Based on the argument that consolidated earnings are
not useful under equity method, they focus on whether other information such as consolidated
sales, expenses and cash flows is value—relevant. More recently, Shin(2008) analyzes this issue
using Ohlson model(1995). Comparing the R —squares of the model obtained from CONSOL and
NON—CONSOL, he finds that CONSOL has lower explanatory power indicating that the value—
relevance of CONSOL is significantly lower than that of NON—CONSOL. While he expects that
the value —relevance of CONSOL and NON—CONSOL should be the same under equity method,
he attributes this opposite result to the time lag between the disclosure day of NON—CONSOL
and that of CONSOL. Oh et al.(2010) compare the value—relevance of accounting information
under K—IFRS and that of under K—GAAP using a sample of 47 firms adopting K—IFRS
earlier than others from the first quarter of 2009 to the second quarter of 2010.

This paper has several differences from prior studies. First, we re—visit three issues in
CONSOL which are separately investigated in prior studies(i.e. the change in KFIs, the value—
relevance, and the market reaction). This paper comprehensively examines those issues especially

using more reliable financial data which ranges from 2004 to 2008. No great attention had been
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paid to CONSOL before 1997 Asian financial crisis. In addition, the first post—audit review
process on CONSOL was done by FSS in 2004. These may present a question on the
appropriateness and the reliability of CONSOL investigated by prior studies and lead a limitation
for interpreting their empirical results. Shin(2008) investigates CONSOL using data from 2001 to
2006. It means that he includes a part of sample after the first post—audit review process on
CONSOL was done. It, however, is limited to the value—relevance test based on Ohlson
model(1995). Second, we focus on comparing NON—CONSOL and CONSOL. The adoption of
K—IFRS may bring widespread effects to a firm’s financial information due to its specific
features compared to K—GAAP. From a perspective of change in the primary financial
statements, the effects of fair value accounting, consolidating process, change in consolidating
scope, and so on are muddled up together in CONSOL based on K—IFRS. Therefore, comparing
NON—CONSOL and CONSOL using financial information based on K—IFRS cannot disentangle
the effect of consolidating process itself from other effects of change in the primary financial
statements. In this context, this paper is different from Oh et al.(2010).5)

The primary purpose of this study is to examine the economic difference in financial
information between NON—CONSOL and CONSOL. Especially regarding the additional
informativeness of CONSOL, prior literature does not agree with each other. Thus, we posit the

null hypothesis as follows.

H1 : There is no difference in value—relevance and market response between NON—CONSOL
and CONSOL.

[II. Data and Summary Statistics

1. Data

From 2004, FSS performs the post—audit review process on CONSOL and related audit
opinion. To guarantee the appropriateness and reliability of the financial data, we restrict sample
to the firms listed on Korea Exchange(KRX) at each year from 2004 to 2008. In addition,
because we investigate the informativeness of CONSOL compared to NON—CONSOL, a firm is

included in the sample only when it discloses both of them in the same year. Thus, there are the

5) In addition, Oh et al.(2010) may have limitation for generalizing the results, because sample size is too
small. For more rigorous results, sample needs to be accumulated over time.
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same numbers of these two financial statements in our sample. Financial data is collected from
KIS—VALUE . Information on stock price, return, and volume data is obtained from FnGuide.
Others are collected from DART. Consistent with prior studies, we exclude firms in the financial
industry.

<Table 1> shows sample size. During the period from 2004 to 2008, total firm—year observations
listed on KRX are 3,162. Among them, 1,475(46.6%) disclose only NON—CONSOL, and
1,687(53.4%) disclose both NON—CONSOL and CONSOL in the same year. Therefore, our
sample consists of 3,374 firm—year observations(=1,687 of NON—CONSOL+1,687 of
CONSOL).

{Table 1> Sample size

Year Total NON—CONSOL only NON—CONSOL and CONSOL
2004 618 319(51.6%) 299(48.4%)
2005 616 294(47.7%) 322(53.2%)
2006 632 296(46.8%) 336(53.2%)
2007 639 287(44.9%) 352(55.1%)
2008 657 279(42.5%) 378(57.5%)
Total 3,162 1,475(46.6%) 1,687(53.4%)

1) Table 1 reports the distribution of the sample by year. “Total” consists of 3,162 firm—year observations
that are listed on the KRX for period 2004—2008. Firms in the financial are excluded. “NON—
CONSOL” category consists of firms that disclose only NON—CONSOL. “NON—CONSOL and
CONSOL” category consists of firms that disclose both NON—CONSOL and CONSOL in the same year.
In the later analysis, only firms that disclose both NON—CONSOL and CONSOL are used.

2. Differences in Key Financial Information between CONSOL
and NON—CONSOL

For the first step, we investigate the difference in key financial information(KFI) between
CONSOL and NON—CONSOL. KFTI is usually used by capital market participants when they
make decisions, and early studies(Ko, 1985 ; Jung and Kim, 1991 ; Kim, 1995 ; Jung, 1996)
provide evidences that the major financial ratios of CONSOL are significantly different from
those of NON—CONSOL and financial market would be influenced by CONSOL. Therefore,
examining the difference in KFI between CONSOL and NON—CONSOL is expected to provide

simple but valuable insights to the market.
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and its definition

Information

Formulation

Panel A : Major Information of Financial Statements

Total Assets From financial statements
Total Liabilities From financial statements
Sales From financial statements
Operating Income From financial statements
Net income From financial statements
Operating Cash flows From financial statements
Investment Cash flows From financial statements
Financing Cash flows From financial statements

Free Cash flows

net interest expenses+tchange in financial assets—change in financial
liabilities +net dividends(net income—change in shareholders’ equity)

Working Capital

current assets —current liabilities

EBITDA

net income+net interest expenses +tax expenses 1 depreciation +amortization

Panel B : KFls for Stability

Current ratio

current asset—~current liabilities

Leverage

total liabilities +total equity

Ratio of borrowings to assets

borrowings +total assets

Ratio of operating income to interest
expenses

operating income ~interest expenses

Panel C : KFls for Profitability

Ratio of operating income to sales

operating income ~total sales

Return on sales

net income ~+total sales

Return on assets

net income ~+total assets

Return on equity

net income~total equity

Ratio of OCF to Assets

operating cash flows—+total assets

Panel D : KFIs for Growth and Activity

Growth in sales

current year’s total sales-previous year’s total sales

Growth in operating income

current year’s operating income ~ previous year’s operating income

Growth in net income

current year’s net income - previous year’s net income

Growth in assets

current year’s total assets—previous year’s total assets

Asset turnover

total sales+average total assets

Panel E : KFIs for Valuation

EPS net income -+ number of shares

PER common stock price -+ EPS

PBR total market value of common stock <-net assets

PSR total market value of common stock +total sales

PCR total market value of common stock +operating cash flows

Ratio of enterprise value to sales

(total market value of common stock +net financial liabilities) +total sales

Ratio of enterprise value to EBITDA

(total market value of common stock+net financial liabilities) ~EBITDA
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<Table 2> shows the KFI and its formulation. In Panel A, we investigate major information
that financial statements deliver. We do not scale these variables in order to provide economic
meanings directly. From Panel B to Panel D, we include KFI which is enforced to be disclosed
in the notes by law on external audit for joint stock companies. There are several KFIs for
valuation purpose in Panel E. In <Table 3>, we calculate the mean values of these key variables
from both NON—CONSOL and CONSOL, and test their differences statistically by t—test and
Wilcoxon—Mann— Whitney z test.

Panel A of <Table 3> reports major information that financial statements provide. Overall, the
mean and median values of major information in CONSOL are much greater than those in NON
—CONSOL. For example, as for balance sheet items, Total Assets in NON—CONSOL is, on
average, W1,926,235 million and 2,989,748 million in CONSOL on average. Total Liabilities
in NON—CONSOL is, on average, W943,854 million and W1,792,146 million in CONSOL.
Total Assets and Total Liabilities of CONSOL are greater than those of NON—CONSOL by
W 1,063,513 million and W848,292 million, respectively. These differences mean that CONSOL
is nearly twice of NON—CONSOL in numbers. As for income statements items, Sales in NON—
CONSOL is, on average, W1,763,972 million and 2,670,048 million in CONSOL. Operating
Income in NON—CONSOL is, on average, 123,700 million and ¥179,655 million in CONSOL.
Sales and Operating Income of CONSOL are greater than those of NON—CONSOL by
¥906,076 million and ¥55,955 million, respectively. As for cash flows statements items, Operating
Cash flow in NON—CONSOL is, on average, W158,295 million and 236,556 million in
CONSOL. Financing Cash flow in NON—CONSOL is, on average, 2,645 million and 46,446
million in CONSOL. Operating Cash flow and Financing Cash flow of CONSOL are greater than
those of NON—CONSOL by 78,261 million and #43,801 million, respectively. However,
Investment Cash flow and Free Cash flow of CONSOL are smaller than those of NON—
CONSOL by #108,931 million and 75,115 million, respectively. Working Capital in NON—
CONSOL is, on average, W53,764 million and ¥81,318 million in CONSOL. EBITDA in NON
—CONSOL is, on average, 226,292 million and %314,272 million in CONSOL. Working
Capital and EBITDA of CONSOL are greater than those of NON—CONSOL by 27,554 million
and 87,980 million, respectively. All these differences are statistically significant at the 1%
level except for Net Income. The insignificant result for Net Income confirms that net income of
NON—CONSOL and CONSOL are the same under equity method because the firm’s share of the
profit or loss of the investee is recognized in the investor’s profit or loss and other changes in

the investee’s equity are recognized directly in equity of the firm.6)
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Panel B of <Table 3> reports KFI that represents the firm’s stability. Current ratio of NON—
CONSOL is 184.1%, but it decrease to 159.8% in CONSOL. Opposite to this, 116.9% of
Leverage in NON—CONSOL increase to 164.2% in CONSOL. Ratio of borrowings to assets and
Ratio of operating income to interest expenses of CONSOL are greater than those of NON—
CONSOL. Opverall, the differences are statistically significant at the 1% level indicating that
stability becomes poorer under CONSOL.

Panel C of <Table 3> reports KFI that represents the firm’s profitability. Ratio of operating
income to sales of NON—CONSOL is 5.8%, but it decrease to 4.8% in CONSOL. 5.2% of ROS
in NON—CONSOL decreases to 2.3% in CONSOL. ROA and ROE also decrease from 3.3% and
5.2% in NON—CONSOL to 2.5% and 4.2% in CONSOL, respectively. Overall, differences in
this KFI are statistically significant at the 1% level suggesting that profitability deteriorates under
CONSOL. As an exception, Ratio of OCF to Assets increases from 4.9% in NON—CONSOL to
5.3% in CONSOL. However, this difference is not significant.

Panel D of <Table 3> reports KFI that indicates the firm’s growth and operation activity.
Growth in sales of NON—CONSOL is 10.5%, and it increase to 13.9% in CONSOL. Growth in
operating income also increases in CONSOL. 9.8% of Growth in assets in NON—CONSOL
increase to 12.1% in CONSOL. Asset turnover of NON—CONSOL is 1.7%, but it increases to
9.7% in CONSOL. Overall, differences in these KFIs are statistically significant at the 1% level
suggesting that growth and activity improve when it is calculated based on CONSOL. However,
Growth in net income is not significantly different between NON—CONSOL and CONSOL. This
is consistent with Net income not being statistically different in Panel A of <Table 3> because
of the effect of equity method.

Finally, Panel E of <Table 3> reports KFI that is usually used for valuation purpose. PBR of
NON—CONSOL is 0.514, but it decreases to 0.477 in CONSOL. PSR and PCR also decrease
from 0.825 and 3.440 in NON—CONSOL to 0.488 and 2.217 in CONSOL, respectively. Ratio
of enterprise value to sales also decreases from 0.613 in NON—CONSOL to 0.422 in CONSOL.
Overall, above differences in valuation are statistically significant at the 1% level indicating that
valuation get worse when it is calculated based on CONSOL. Interestingly, KFI related to net
income such as EPS, PER, and Ratio of enterprise value to EBITDA, are not statistically different
between NON—CONSOL and CONSOL. This is because of the effect of equity method and

results are consistent with Panel A and Panel D of <Table 3>.

6) We find significant difference in Operating Income between CONSOL and NON—CONSOL. It is because
the equity method is reflected on other income(expense) below operating income.
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{Table 3> Univariate Test

NON—CONSOL CONSOL Test of Differences
Information (n=1,687) (n=1,687)
Mean Median Mean Median | Difference t—statistic z—statistic
Panel A : Major Information of Financial Statements
4.81 5.39
Total Assets 1,926,235 357,621 | 2,989,748 493,350 | 1,063,513 (<0.0001) (<0.0001)
Total Liabilities 943,854 136,518 | 1,792,146 235,643 848,292 6.81 8.39
’ ’ 7S ’ ’ (<0.0001) (<0.0001)
4.76 7.61
Sales 1,763,972 311,927 | 2,670,048 481,335 906,076 (<0.0001) (<0.0001)
@) ting I 123,700 15,487 179,655 22,958 55,955 3.65 4.18
perating tncome ’ ’ ’ ’ ’ (0.0003) (<0.0001)
. 3 —0.13  —0.50
Net income 98,217 12,611 96,908 12,051 1,309 0.8933) (0.6162)
0) ting Cash fl 158,295 12,788 | 236,556 19,846 78,261 3.30 3.83
perating Lasi jiow ’ ’ ’ ’ ’ (0.0010) (<0.0001)
Investment Cash flow | —154387 —14291 | 263318 —23418 | —108931 46 = =361
’ ’ ’ ; ’ (<0.0001) (<0.0001)
o N 4.16 3.66
Financing Cash flow 2,645 1,335 46,446 793 43,801 (<0.0001) (0.0003)
—4.43 —4.34
Free Cash flow 16,024 156 91,139 3,595 75,115 (<0.0001) (<0.0001)
Working Capital 53,764 25,806 81,318 37,799 27,554 1.48 3.77
g ~ap ’ ’ ’ ’ ’ (0.1392)  (0.0002)
3.07 532
EBITDA 226,292 29,790 | 314,272 43,661 87,980 (0.0021) (<0.0001)
NON-CONSCL CONSOL Test of Differences
KFI (n=1,687) (n=1,687)
Mean Median Mean Median | Difference t-statistic  z-statistic
Panel B : KFls for Stability
. B —453 —138
Current ratio 1.841 1.330 1.598 1.272 0.243 (<0.0001) (0.1687)
9.71 11.05
Leverage 1.169 0.858 1.642 1.170 0.473 (<0.0001) (<0.0001)
Ratio of borrowings to 7.06 7.52
ssels 0.221 0.207 0.262 0.260 0.040 (<0.0001) (<0.0001)
Ratio of operating income o —341 —0.86
to interest expenses 66.070 3.192 33.688 3.226 32382 (0.0007)  (0.3920)
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(Table 3> Univariate Test (Continued)

NON—CONSOL CONSOL Test of Differences
KFI (n=1,687) (n=1,687)
Mean Median Mean Median | Difference t—statistic z—statistic
Panel C : KFls for Profitability
Ratio of operating income _ —3.08 —0.79
10 sales 0.058 0.049 0.048 0.049 0.010 (0.0021)  (0.4264)
—6.31 —7.89
Return on sales(ROS) 0.052 0.041 0.023 0.027 0.029 (<0.0001) (<0.0001)
—3.28 —6.49
Return on assets(ROA) 0.033 0.039 0.025 0.028 0.008 (0.0011)  (<0.0001)
. _ —1.49 —3.49
Return on equity(ROE) 0.052 0.074 0.042 0.063 0.010 (0.1368)  (0.0005)
Ratio of OCF to Assets 0.049 0.046 0.053 0.050 0.004 1.28 1.64
- ’ ' ' ’ ’ (0.2015)  (0.0902)
Panel D : KFIs for Growth and Operation Activity
. 3.40 3.85
Growth in sales 1.105 1.075 1.139 1.097 0.034 (0.0007)  (<0.0001)
Growth in operating 237 1.47
income 0.882 0.988 1.062 1.020 0.180 (0.0178)  (0.1424)
. . 0.10 0.51
Growth in net income 0.768 0.936 0.778 0.918 0.011 (0.9234)  (0.6103)
. 3.05 2.62
Growth in Assets 1.098 1.069 1.121 1.081 0.023 (0.0023)  (0.0089)
424 5.51
Asset turnover 1.017 0.931 1.097 1.002 0.080 (<0.0001) (<0.0001)
Panel E : KFls for Valuation
—0.10 —0.18
EPS 3,368 1,127 3,341 1,130 27 (0.9197)  (0.8575)
—1.12 —1.33
PER 7.128 3.195 6.218 2.976 0.910 (02633)  (0.1820)
—1.92 —3.95
PBR 0.514 0.331 0.477 0.296 0.037 (0.0546)  (<0.0001)
—5.18 —8.84
PSR 0.825 0.221 0.488 0.146 0.337 (<0.0001) (<0.0001)
—1.88 —4.13
PCR 3.440 2.162 2.217 1.624 1.223 (0.0606) (<0.0001)
Ratio of enterprise value _ —7.15 —3.99
1o sales 0.613 0.373 0.422 0.336 0.191 (<0.0001) (<0.0001)
Ratio of enterprise value _ —1.36 —0.41
10 EBITDA 4.087 3.232 3.638 3.401 0.448 (0.1734)  (0.6784)
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1) Table 3 reports the difference in key financial information between NON—CONSOL and CONSOL.
Difference is calculated by subtracting the mean value of CONSOL from the mean value of NON—
CONSOL. All variables are defined in Table 2. The extreme values of each variables are truncated at
the 1 and 99 percentiles. In Panel A, the unit of major information is millions of Korean won. In Panel
E, the unit of EPS is Korean won. t—value and z—value are statistics from t—test and Wilcoxon—Mann
—Whiteny test, respectively. p—values are in parentheses.

IV. Research Design

1. Value—Relevance of Accounting Information

A. Relative value—relevance test

In this part, we compare the value—relevance of summary accounting information measured
alternatively under NON—CONSOL and CONSOL. Prior researchers have used either the price
model or the return model for examining the value —relevance of accounting information. Kothari
and Zimmerman(1995) find that while the price model is economically better specified, the return
model have less severe White(1980)’s specification problems, and suggest that “using both models
could permit more definitive inferences”. Therefore, we use both the price and the return model.
In the price model, book value and earnings are used as a key accounting information which
reflects the value of a firm’s equity. Alternatively, the return model use only earnings.

We compare the relative value—relevance of accounting information alternatively measured
under NON—CONSOL and CONSOL. Relative value—relevance tests may be appropriate
because “improving value —relevance” is one of the most important rationales for the adoption of
the K—IFRS. Shin(2008) also tests the relative value—relevance of NON—CONSOL and
CONSOL using the price model.

The price model we estimate is based on Ohlson(1995), wherein the value of a firm’s equity
is expressed as a function of its earnings and book value. Specifically, we estimate following
regression from panel data of each NON—CONSOL and CONSOL, covering four —year period
2005—2008.

P,= o)+ 61EAR]v'i,t + 0,8V, +67‘,,f, (1)

1

In equation (1), P is price per share of firm i at the end of fiscal year t. EARN is earnings

per share of firm i during year t. BV is book value per share of firm i during year t. Value—
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relevance is measured by adjusted R’ of the model. We run equation (1) separately for NON—
CONSOL and CONSOL sample, then compare adjusted R” across them on the basis of Vuong’s
7 —statistics(Vuong, 1989).7) Literature argues that the price model is subject to heteroskedasticity.
We address this concern using White(1980)’s heteroskedasticity —consistent standard errors. In
order to control the effect of the influential observations, we eliminate the influential data using
Cook’s D with conventional cut—off point 4/n where n is the number of observations. For the
comparability between two alternative models(NON—CONSOL versus CONSOL), we maintain
identical firm—year observations through the test after the elimination of the influential data from
each NON—CONSOL and CONSOL sample.

The return model follows Easton and Harris(1991), wherein we regress market—adjusted
returns on the level of earnings and the change in earnings.8) Specifically, we estimate following
regressions from panel data of each NON—CONSOL and CONSOL, covering four—year period
2005 —2008.

R, = ay+ B EARN, , + By AEARN, , +¢, @)

In equation (2), R is the cumulative market—adjusted return for firm i over the 12—month
period of the fiscal year. EARN is earnings per share of firm i during year t, scaled by beginning
—of—year stock price. 4EARN is change in earnings per share of firm i during year t, scaled by
beginning —of —year stock price. Value—relevance is measured by adjusted R of the model.
Comparison of the value—relevance of NON—CONSOL and CONSOL and treatment for
influential observations are same with the price model except that equation (2) is estimated using

ordinary least square.

7) Vuong’s Z is the likelihood ratio test developed by Vuong(1989) for nonnested model selection. When
comparing measure 1 and measure 2, a significant positive Z—statistic indicates that measure 2 is rejected
in favor of measure 1. For more detail on the test developed by Vuong(1989), see Appendix 2 of
Dechow(1994).

8) While the frequently used return model expresses price as a multiple of earnings and investigates the
relation between market—adjusted returns and change in earnings, Easton and Harris(1991) find the
potential relevance of the level of current earnings. They find that both change in earnings and the level
of earnings are each associated with returns in univariate regression. In multiple cross—sectional
regression for annual returns on both the levels and the changes variables from 1968 to 1986, the
coefficient on earning level is statistically significant in all years, while the coefficient on earnings
changes is significant in less than half the years. They suggest considering the relevance of the earnings
levels for improvement of the associations between accounting earnings and returns. See Easton and
Harris(1991), for the comparison of alternative price and return model.
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B. Incremental value—relevance test

We also perform incremental value—relevance tests. Relative comparisons are used to evaluate
which accounting measure has greater information content, and applied for comparing alternative
models. On the other hand, incremental comparisons are used to evaluate whether one accounting
measure provides information content beyond that provided by another, and applied when one

measure is considered as given and the incremental contribution of another is questioned.®)

[Price model]
P.,= a,+ ,BV_.NCON, ,+ 3,BV_DIFF,, + 3,EARN_NCON, , + 3,EARN_DIFF,, +¢,,  (3)

In equation (3), P is price per share of firm i at the end of fiscal year t. BV NCON is book
value per share of firm i during year t under NON—CONSOL. BV _DIFF is book value per share
of firm i during year t under NON—CONSOL minus book value per share of firm i during year
t under CONSOL. E4ARN NCON is earnings per share of firm i during year t under NON—
CONSOL. EARN DIFF is earnings per share of firm i during year t under NON—CONSOL
minus earnings per share of firm i during year t under CONSOL. We estimate equation (3) using
White(1980)’s heteroskedasticity —consistent standard errors. If CONSOL is incrementally value—
relevant, coefficients on BV DIFF and EARN DIFF will be significant in either positive or
negative way.

Next, the return model for incremental value —relevance test is as follows.

[Return model]
R, = ay+ B EARN NCON,,+ B,EARN DIFF,,+ 3;AEARN NCON,,
+B,AEARN _DIFF,;, +e¢;, @)

In equation (4), R is the cumulative market—adjusted return for firm i over the 12—month
period of the fiscal year. EARN NCON is earnings per share of firm i during year t, scaled by
beginning —of —year stock price under NON—CONSOL. EARN DIFF is earnings per share of
firm i during year t, scaled by beginning—of—year stock price under NON—CONSOL minus
earnings per share of firm i during year t, scaled by beginning—of—year stock price under
CONSOL. AEARN NCON is change in earnings per share of firm i during year t, scaled by
beginning —of —year stock price under NON—CONSOL. AEARN DIFF is change in earnings per

9) See Biddle et al.(1995), for the more detailed explanations regarding relative versus incremental
information content.
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share of firm i during year t, scaled by beginning—of—year stock price under NON—CONSOL
minus change in earnings per share of firm i during year t, scaled by beginning—of—year stock
price under CONSOL. Equation (4) is estimated using ordinary least square. If CONSOL is
incrementally value —relevant, coefficients on EARN DIFF and AEARN DIFF will be significant

in either positive or negative way.

C. Earnings Response Coefficient (ERC)

While significant result from the value —relevance test indicates that CONSOL is value relevant
to stock market participants, it provides no evidence whether the announcement of consolidated
earnings provide new information to the stock market or not. In order to provide insight on this
issue, we investigate the information contents of CONSOL by examining the stock market
response to the announcement of consolidated earnings. Following the typical prior literature, we
analyze the information contents of consolidated earnings using earnings response coefficient
(hereafter, ERC).10) If consolidated earnings convey new(useful) information to investors,
significant return—earnings relation will be observed. We estimate the following cross —sectional
regressions of cumulative abnormal returns(CAR) around the announcement of consolidated

earnings using panel data of CONSOL, covering four—year period 2005 —2008.

CAR3,, = oy + B, UE(DIFF), , + 3, UE(NONCONSOL)N + B, UE(DIFF) x SIZE, , +¢;, 5)

In equation (5), CAR3 is a measure of market—adjusted return for firm i cumulated over 3
trading—day period beginning one day prior to the announcement of consolidated earnings, CAR
(—1, 1). Market—adjusted return is calculated by the difference between the return of firm i and
the return of a equal —weighted market index. We identify the event day (day 0) as the earnings
announcement date. Unexpected consolidated earnings, UE(DIFF), is measured as the difference
between non—consolidated and consolidated earnings per share for firm i in year t scaled by the

fiscal year end stock price for year t—1.

10) In general, the return—earnings relation is investigated using either an event study or an association
study method. In the event study, returns over a short window surrounding the earnings announcement
date are regressed on unexpected earnings. This reveals whether investors revise their expectations about
future cash flow around the earnings announcement. In the association study, returns over relatively long
period(e.g., one quarter, one year, etc.) are regressed on unexpected earnings. The focus of the
association study is on whether the earnings, as aggregated over longer periods of time, capture more
information about changes in firm value. More details each method are well summarized in Collins and
Kothari(1989). We use event study in the ERC test to capture the short—term response of investors.
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Some prior studies in Korea suggest controlling for the confounding effect which is raised from
the non—consolidated earnings because the announcement of consolidated earnings occur
later(Hwang, 1995 ; Shin and Lee, 2002). In order to incorporate this argument, we include
unexpected non—consolidated earnings, UE(NONCONSOL), as a control variable. UE(NONCONSOL)
is measured as an annual difference in the non—consolidated earnings per share in year t
following random—walk. In addition, prior research show that price reaction(Atiase, 1985) and
trading volume(Bamber, 1986) to earnings announcements are disproportionally larger for smaller
firms. Following these prior literatures, we include a size measure(SIZE) to control for this ‘size
effect’. SIZE is measured as a natural log of market value of common equity at the beginning
of the year.

As an alternative measure of unexpected consolidated earnings, we also use UE(CONSOL), an
annual difference in the consolidated earnings per share in year t following random—walk, as

equation (6). UE(CONSOL) is scaled by the fiscal year end stock price for year t—1.

CAR3;, = oy + B, UE(CONSOL), , + 3, UE(LNONCONSOL), , + B, UE(CONSOL) X SIZE, , +¢;,
(6)

D. Earnings Announcement and Trading Activity

As an alternative way of examining the informativeness of consolidated earnings, we
graphically examine the trade volume during the event—window surrounding the earnings
announcement. If the consolidated earnings do matter to investors(that is, investors revise their
expectations about future cash flows around the earnings announcement), the trade volume will
increase around the earnings announcement. While the incidence(frequency) of bond trade can be
used alternatively, we use trade volume for the comparability with the extent literature in
Korea(Hwang, 1995 ; Shin and Lee 2002).!1) Following Beaver(1968), we test this hypothesis

based on the following equation :

VOL, ,

V;,t = NU]W;t (7)

11) Easton et al.(2009) focus on the incidence(frequency) of bond trade instead of trade volume because
the volume data that are available includes significant measurement error. When they perform a
robustness test using trade volume with some adjustment in the problem of the volume data, the results
provide inferences similar to that from the analysis of the incidence of trade.
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Beaver(1968) computes the average trade volume in the report period and compares it with that
in the non—report period. Using the average trade volume in the non—report as a benchmark, we
can test whether there is a greater(or less) trade activity surrounding the consolidated earnings
announcement. In equation (7) VOL is the number of shares of firm i traded on day t. NUM is
the number of shares outstanding for firm i on day t. Trade volume on day t is divided by the
number of shares outstanding so that the results would not be dominated by those firms with the
largest number of shares outstanding. In our test, report period is defined as the 41 days
surrounding the announcement date beginning 20 days prior to the announcement of consolidated

earnings, and the non—report period is defined as 200 ~60 days before the announcement date.

V. Empirical Results

1. Value —Relevance of Accounting Information

A. Relative value—relevance test

<Table 4> reports the result of the relative value —relevance test using the price model. Both
book value and earnings are significantly value—relevant under NON—CONSOL as well as
under CONSOL.

{Table 4> Relative value—relevance test using price model

Intercept BV EARN N Adj. R’
3,336.33 7 0.50 ™" 378
NON—CONSOL 1,524 0.64
(4.19) (15.98) (13.97)
3,872.72 0.40 ™ 3.93 ™
CONSOL 1,524 0.63
(4.59) (13.73) (13.61)

Vuong Test : NON—CONSOL vs CONSOL
* Vuong’s Z—statistic=0.02(two—tail p—value=0.98)

1) Table 4 reports relative value—relevance test using price model. The price model is estimated using
White’s(1980) heteroskedasticity —corrected standard error. The dependent variable is P, price per share
of firm i at the end of fiscal year t. EARN is earnings per share of firm i during year t. BV is book
value per share of firm i during year t. The extreme values of each variables are truncated at the 1 and
99 percentiles. In addition, the influential data is eliminated using Cook’s D with conventional cut—off
point 4/n where n is the number of observations. The robust t—statistics are in parentheses.

2) =, s %% indicated significance at the 10%, 5%, and 1% level, respectively(two—tailed test). The tests
in adjusted R’ are based on Vuong tests(Vuong, 1989).
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Adjusted R’, the measure of value—relevance, is 1% higher in the model using NON—
CONSOL than in the model using CONSOL reporting 64% and 63% respectively. However,
Vuong’s Z—statistic(z=0.02) comparing NON—CONSOL to CONSOL is not significant. This is
consistent with book value and earnings under NON—CONSOL not explaining significantly more
of the variation in stock price than that of CONSOL. This suggests that there is no significant
difference in value—relevance between NON—CONSOL and CONSOL.

<Table 5> shows the result from the return model. While level of earnings is significantly
value —relevant under both NON—CONSOL and CONSOL, change in earnings is not significant.!2)
Adjusted—Rz, the measure of value—relevance, is same in the model using NON—CONSOL and
using CONSOL reporting around 3%. Vuong’s Z—statistic(z=0.02) comparing NON—CONSOL
to CONSOL is not significant.

{(Table 5> Relative value—relevance test using return model

Intercept EARN AEARN N Adj. R’
0.05 ™ 0.16 ™ 0.04
NON—CONSOL 1,275 0.03
(3.79) (4.26) (0.91)
0.05 ™ 0.17 ™ 0.05
CONSOL 1,275 0.03
(3.84) (4.33) (0.99)

Vuong Test : NON—CONSOL vs CONSOL
* Vuong’s Z—statistic=0.03(two—tail p—value=1.02)

1) Table 5 reports relative value —relevance test using return model. The return model is estimated using
ordinary least square. The dependent variable is R, the cumulative market —adjusted return for firm i over
the 12—month period of the fiscal year. EARN is earnings per share of firm i during year t. AEARN
is change in earnings per share of firm i during year t, scaled by beginning —of —year stock price. The
extreme values of each variables are truncated at the 1 and 99 percentiles. In addition, the influential data
is eliminated using Cook’s D with conventional cut—off point 4/n where n is the number of observations.
The t—statistics are in parentheses.

2) #*, % % indicated significance at the 10%, 5%, and 1% level, respectively(two—tailed test). The tests
in adjusted R* are based on Vuong tests(Vuong, 1989).

12) This result is consistent with the prior evidence. As noted in research design section, Easton and
Harris(1991) finds that in annual regression for annual returns on both the levels and the changes
variables from 1968 to 1986, earning level is value—relevant in all years, while earnings changes is
value—relevant in less than half the years. The result of Lee(2009), who examines the change in value—
relevance in Korea after the financial crisis in 1997, also shows similar pattern. While the
contemporaneous earning level is value—relevant in all years from 1988 to 2006, earning level in
previous year is nearly value—relevant(mostly in recent year).
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This is consistent with book value and earnings under NON—CONSOL not explaining
significantly more of the variation in stock return than that of CONSOL. This suggests that there
is no significant difference in value —relevance between NON—CONSOL and CONSOL.

B. Incremental value—relevance test

<Table 6> and <Table 7> presents the results of the incremental value —relevance test using
price model and return model, respectively. In <Table 6>, we find that the coefficient on
EARN DIFF is significantly positive at 1% level (t=5.25), which suggests that consolidated
earnings have additional informativeness beyond non—-consolidated earnings. On the other hand,
in <Table 7>, the coefficients of FARN DIFF and AEARN DIFF are not statistically significant
(t=0.29 and 0.60, respectively). This result implies that consolidated earnings are not incremental

explanatory variables for returns beyond non—consolidated earnings.

{Table 6> Incremental value—relevance test using price model

Intercept BV _NCON BV DIFF EARN NCON EARN DIFF N  Adj. R’
1,310.82 057" —0.05 4.00"" 481"

Coeff. 1,535 0.80
(1.44) (17.95) (—1.39) (13.47) (5.25)

1) Table 6 reports incremental value —relevance test using price model. The price model is estimated using
White’s (1980) heteroskedasticity —corrected standard error. Robust t—statistics are in parentheses. The
dependent variable, P, is price per share of firm i at the end of fiscal year t. EARN is earnings per share
of firm i during year t. BV is book value per share of firm i during year t. BV NCON is book value
per share of firm i during year t under NON—CONSOL. BV DIFF is book value per share of firm i
during year t under NON—CONSOL minus book value per share of firm i during year t under CONSOL.
EARN NCON is earnings per share of firm i during year t under NON—CONSOL. EARN DIFF is
earnings per share of firm i during year t under NON—CONSOL minus earnings per share of firm i
during year t under CONSOL. The influential data is eliminated using Cook’s D with conventional cut—
off point 4/n where n is the number of observations. The tests in adjusted R’ are based on Vuong
tests(Vuong, 1989).

2) *, **x sk Statistically significant at the 10%, 5%, and 1% two—tailed level respectively.
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(Table 7> Incremental value—relevance test using return model

Intercept EARN NCON EARN DIFF AEARN NCON AEARN DIFF N Adj. R’

0.06 0.19" 0.14 0.07 0.23
Coeff. 1,284  0.04
(4.44) (4.82) (0.29) (1.45) (0.60)

sk

1) Table 7 reports incremental value—relevance test using return model. The return model is estimated using
ordinary least square. T —statistics are in parentheses. The dependent variable, R, is the cumulative market
—adjusted return for firm i over the 12—month period of the fiscal year. EARN is earnings per share
of firm i during year t, scaled by beginning—of—year stock price. AEARN is change in earnings per
share of firm i during year t, scaled by beginning—of—year stock price. EARN NCON 1is earnings per
share of firm i during year t, scaled by beginning—of—year stock price under NON—CONSOL.
EARN DIFF is earnings per share of firm i during year t, scaled by beginning—of—year stock price
under NON—CONSOL minus earnings per share of firm i during year t, scaled by beginning —of—year
stock price under CONSOL. AEARN NCON is change in earnings per share of firm i during year t, scaled
by beginning—of —year stock price under NON—CONSOL. AEARN DIFF is change in earnings per
share of firm i during year t, scaled by beginning —of—year stock price under NON—CONSOL minus
change in earnings per share of firm i during year t, scaled by beginning—of —year stock price under
CONSOL. The influential data is eliminated using Cook’s D with conventional cut—off point 4/n where
n is the number of observations. The tests in adjusted R’ are based on Vuong tests(Vuong, 1989).

2) #*, =% sk Statistically significant at the 10%, 5%, and 1% two—tailed level respectively.

In sum, the results suggest that there is no significant difference in value —relevance between
NON—CONSOL and CONSOL, even though the incremental value—relevance test using price
model show significant results. We expect that above results can shed light on the results of
Shin(2008) which finds that value—relevance of CONSOL is significantly lower than that of NON
—CONSOL using Ohlson model(1995). While he expects that the value —relevance of CONSOL
and NON—CONSOL should be same under equity method, he attributes his result to the later
preparation of CONSOL. That is, NON—CONSOL may be known to the market to some extent
at fiscal year—end, but it takes time for CONSOL to be known to the market. We predict that
the difference between our results and Shin(2008) may comes from the difference in data period.
As noted above, Shin(2008) use sample of 2001 through 2006 and ours span 2004 through 2008
respectively. Although data periods overlap each other, there were significant changes in
accounting policy in 2002 all over the world as a reaction to a number of major corporate and
accounting scandals. Korean government also announces the accounting reform plan in November
2002. One of the main points of this plan was the switch of primary financial statements from
NON—CONSOL to CONSOL following the Sarbanes—Oxley Act of 2002(SOX) which was

enacted as a reaction to a number of major corporate and accounting scandals because it is highly
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possible that SOX become a global standard. Jung(2004) reports the survey results on this issue
and points out that the change in disclosure policy should be applied first to firms that need to
prepare financial statements comparable to global standard and have infrastructure for preparing
CONSOL in short period of time. In addition, CONSOL requires information users to have
relatively sophisticated accounting knowledge about the process of consolidating. Possibly, over
with time from Shin(2008) to this study, firms improve their infrastructure and ability of preparing
CONSOL and the understanding of market participants on CONSOL are also enhanced.!3)

2. Earnings Response Coefficient(ERC)

<Table 8> show the results of ERC test to determine the impact of consolidated earnings
announcement surprise on stock price. Unexpected consolidated earnings are measured by the
difference between consolidated and non—consolidated earnings or by the random walk
alternatively.

Panel A of <Table 8> is the result when we measure the earnings surprise by the difference
between consolidated and non—consolidated earnings, UE(DIFF). 1t reports that the coefficient on
surprise measure is positive and significant, with a t—statistic of 2.01 in model (1) and 1.94 in
model (2) respectively. This result can be interpreted that consolidated earnings convey useful
information beyond non—consolidated earnings to the market. Additionally, note that the
coefficient on the interaction between SIZE and UE(DIFF) is negative and significant. This result
confirms the ‘size effect’” by prior studies which reports that price reaction to earnings
announcements are disproportionally larger for smaller firms(Atiase, 1985).

Panel B of <Table 8> is the result when we measure the earnings surprise by the random walk,
UE(CONSOL). Contrary to the result in Panel A, the coefficient on the surprise measure is not
significant in both model (1) and model (2) indicating that unexpected consolidated earnings
measured by the random walk have no impact on stock price.!4)

Prior studies which use the data immediately after enforcement of equity method in 1999 find

insignificant return—earnings relation for consolidated earnings.

13) In fact, Choi et al.(2011) investigate whether there is any difference in accounting information between
CONSOL and NON—CONSOL with the same data sample as this paper. They measure the quality of
accruals by following Dechow and Dichev(2002) as well as McNichols(2002) and find that it
significantly increases under CONSOL compared with that under NON—CONSOL. Their findings may
be one of possible explanation for these results.

14) Result does not alter when we define SIZE as a dichotomous variable.



244 N2t AIME / w13 ®M1=(2012. 3.)

{Table 8> CAR3(—1, 1) for consolidated statements

Variables Predicted Sign (1) 2

Panel A : Unexpected consolidated earnings are measured by the difference between consolidated and
non—consolidated earnings

—0.0018 —0.0017
Intercept @)
(—1.20) (—1.20)
0.7192 0.6915 "
UE(DIFF) (+)
(2.01) (1.94)
0.0020 ™
UE(NONCONSOL) (5
(2.20)
—0.0307 —0.0295 °
UE(DIFF) *SIZE ()
(—1.99) (—1.92)
Adj. R? 0.0019 0.0051
N 1,185 1,185
Panel B : Unexpected consolidated eamings are measured by random walk
—0.0016 —0.0017
Intercept @)
(—1.13) (—1.15)
—0.0190 —0.0242
UE(CONSOL) (+)
(—0.76) (—0.95)
0.0080
UE(NONCONSOL) (&)
(1.15)
0.0010 0.0009
UE(CONSOL) *SIZE (—)
(0.83) 0.73)
Adj. R* 0.0027 0.0030
N 1,185 1,185

1) Table 8 reports ERC test. The return model is estimated using ordinary least square. The dependent
variable is CAR3, a measure of market—adjusted return for firm i cumulated over 3 trading—day period
beginning one day prior to the announcement of consolidated earnings, CAR(—1, 1). Market—adjusted
return is calculated by the difference between the return of firm i and the return of a equal —weighted
market index. We identify the event day(day 0) as the earnings announcement date. Unexpected
consolidated earnings are measured by UE(CONSOL) and UE(DIFF) alternatively. UE(DIFF) is the
difference between non—consolidated and consolidated earnings per share for firm i in year t.
UE(CONSOL) is an annual difference in the consolidated earnings per share in year t following random—
walk. UE(NONCONSOL) is the unexpected non—consolidated earnings measured as an annual difference
in the non—consolidated earnings per share in year t following random—walk. SIZE is a natural log of
market value of common equity at the beginning of the year. The extreme values of each variables are
truncated at the 1 and 99 percentiles. The t—statistics are in parentheses.

2) *, sk sk indicated significance at the 10%, 5%, and 1% level, respectively(two—tailed test).
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For example, Shin and Lee(2000) used UE(DIFF) with the data in year 2000 and finds that
unexpected consolidated earnings are not providing useful information to the market. Park(2002)
used UE(CONSOL) with the data of 1997—1998 and of 1999 —2000, respectively. He finds that
while the coefficient on unexpected consolidated earnings is significant at 10% level in 1997 —
1998, it is not significant in 1999 —2000. Although the results of <Table 8> are mixed based on
the measure we use, to some extent it imply that the informativeness of consolidated earnings

may has been improved with the post—audit review process on CONSOL in 2004.

3. Earnings Announcement and Trading Activity

Before examining the trading activity around the consolidated earnings announcement date, we
present the distribution of the earnings announcement data of CONSOL and NON—CONSOL
because there can be compounding effect caused by the closeness of consolidated and non—
consolidated earnings announcement date.

<Table 9> shows the distribution of the earnings announcement date. 67.35% (=1,077-+1,599)
of firms announce non—consolidated earnings between March 16 and March 30. On the other hand,

86.93% (=1,390+1,599) of firms report consolidated earnings between April 16 and April 30.

{Table 9> Distribution of the earnings announcement date

Non—Consolidated Earnings Consolidated Earnings

Frequency % Frequency %
February 1~15 3 0.19 0 0
February 16~ 26 1.63 0 0
March 1~15 179 11.19 2 0.13
March 16~ 1,077 67.35 139 8.69
April 1~15 309 19.32 25 1.56
April 16~ 2 0.13 1,390 86.93
May 1~ 3 0.19 43 2.69
Total 1,599 100 1,599 100

1) Table 9 reports the distribution of the earnings announcement date.
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Next, <Table 10> shows the distribution of the difference in earnings announcement date
between NON—CONSOL and CONSOL. Noticeably, firms that report consolidated earnings
within 30~45 days after the non—consolidated earnings announcements is 51.91% (=830--1,599).
Firms that report consolidated earnings within 15~30 days after the non—consolidated earnings
announcements come next accounting for 28.02%(=448+1,599) of the sample. In order to
alleviate the compounding effect caused by the closeness of consolidated and non—consolidated
earnings announcement date, we use observations where the difference between consolidated and
non—consolidated earnings announcement date (hereafter, GAP) is more than 30 days. As a result,
we use 1,012 observations. In addition, we repeat this volume analysis using more restricted

sample where GAP is more than 45 days. This sample restriction remains 182 observations.

{Table 10> Distribution of the difference in earnings announcement date between
NON—CONSOL and CONSOL

Frequency Cumulative Frequency

N % N %
GAP < 0 16 1 16 1
GAP =0 27 1.69 43 2.69
1 <= GAP <15 96 6 139 8.69
15 <= GAP < 30 448 28.02 587 36.71
30 <= GAP < 45 830 51.91 1,417 88.62
45 <= GAP < 60 158 9.88 1,575 98.5
60 <= GAP < 75 18 1.13 1,593 99.62
75 <= GAP < 90 2 0.13 1,595 99.75
90 < GAP 4 0.25 1,599 100

1) Table 10 reports the distribution of the difference in earnings announcement date between NON—
CONSOL and CONSOL. GAP is the number of days between non—consolidated earnings announcement

date and consolidated earnings announcement date.

<Figure 1> shows the trade volume around earnings announcement date in the report period
and the average trade volume in the non—report period. The report period is 41 days surrounding
the announcement date beginning 20 days prior to the announcement of consolidated earnings.
The trade volume in the report period is presented by solid line. The non—report period is 200~

60 days before the announcement date. The average trade volume in the non—report period is
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presented by dotted line as a benchmark.

Panel A of <Figure 1> reports the trade volumes when GAP is more than 30 days. It has a
pattern of increasing 8 days before the consolidated earnings announcement and decreasing 10
days after the consolidated earnings announcement. In order to examine whether there is a
difference in trade volume between report period and non—report period, we compare the mean
trade volume using t—test. While trade volume surrounding earnings announcement date is grater
than that in non—report period (0.012 and 0.011 respectively), we would report a t—value of —
0.32 with a p—value of 0.7461, concluding that the mean trade volume for report period is not
significantly greater than the trade volume for non—report period.

Difference in earnings announcement date between NON—CONSOL and CONSOL can affect
the results. Therefore, we also examine the trade volumes when GAP is more than 45 days. In
Panel B of <Figure 1>, trade volume peaks 1 day before the consolidated earnings announcement
implying that there may exist a significant information content of consolidated earnings. The
mean trade volume surrounding earnings announcement date is grater than that in non—report
period (0.012 and 0.010 respectively). However, we would report a t—value of —0.44 with a p—
value of 0.6638, concluding that the mean trade volume for report period is not significantly
greater than the trade volume for non—report period.

In sum, trade volume analyses are not statistically significant although the figure shows some
pattern that implies informativeness of consolidated earnings, and it is more prominent when the
number of days between non—consolidated earnings announcement date and consolidated earnings
announcement date is bigger. We provide two potential explanations for the results. First, we do
not control for stock price crash in 2008. Although there is a significant amount of market
response to consolidated earnings announcement in general, remarkable economic events in non—
report period can dominate it. Second and more importantly, volume itself could be an alternative
proxy for information asymmetry. The reason for this is that trading volume is a measure of
liquidity in that it captures the willingness to transact in firm shares among investors, and
consequently it is inversely related to the existence of information asymmetries(Leuz and
Verrecchia, 2000). Therefore, trade volume can represent information asymmetry between

informed and uninformed investors as well as the effect of consolidated earnings on the market.15)

15) We thank an anonymous referee for several constructive suggestions regarding trade volume test.
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<Figure 1> Trade volume surrounding earnings announcement date
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1) Figure 1 reports the trading volume surrounding earnings announcement date. GAP is the number of days
between non—consolidated earnings announcement date and consolidated earnings announcement date.
Report period is defined as 41 days surrounding the announcement date beginning 20 days prior to the
announcement of consolidated earnings. Non—report period is defined as 200~60 days before the

announcement date. Trade volume has been multiplied by 102 for convenience.
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VI. Conclusions

With the adoption of K—IFRS in 2011, a parent company is subject to issue CONSOL as the
primary financial statements. In this paper, we re—examine the characteristics of CONSOL using
a series of tests such as major financial performance variable analysis, value—relevance analysis,
and analysis of market reaction.

Using financial statements data from 2004 to 2008, we provide the following results. KFIs for
stability, profitability and valuation significantly deteriorate, whereas KFIs for growth and activity
significantly improve in CONSOL. The results of value —relevance tests indicates that there is no
significant difference in value—relevance between NON—CONSOL and CONSOL. Next, in
market reaction test using ERC and trade volume, significant return—earnings relation is
identified and trade volume increase around the announcement date of CONSOL. In sum,
CONSOL provides useful information to the market, and the informativeness of CONSOL may
have improved after the post—audit review process on CONSOL in 2004.

This study contributes the literature in several ways. The results may provide guidelines for
disentangling differences in financial information between NON—CONSOL and CONSOL and
evaluating the economic substance of a firm on the basis of CONSOL. The results may
empirically support the adoption of K—IFRS by showing that CONSOL is significantly utilized

for investor’s decision —making of short—term as well as of long—term.
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