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Accounting Enforcement Actions and

Financing Decisions”

Park, Kyung—ho"*

{Abstract>

The study investigates whether the firms subject to the enforcement actions (GAAP violators)
change their debt—equity financing policies, debt financing sources, and debt maturity after their
violations of are made public by accounting enforcement actions. In addition, this study
incorporates the possibility that the characteristics of GAAP violations and resulting market
reactions are different across GAAP violators’ listing status (KSE—listed, KSQ—listed, and
unlisted firms). The empirical findings show that the enforcement actions affect GAAP
violators’choice of external financing sources. GAAP violators are more likely to issue equity as
opposed to debt after they are detected by the FSS. The decrease in debt financing is attributable
to private debt (ex. Bank loan) rather than public debt (ex. Bond issuance).

However, I fail to find the difference in debt maturity and change in financing from banks and
non—bank private loan. In contrast, the subsample analyses show that the effect of enforcement
actions on financing decisions is different across listing status of firm. For the firms listed in
Korea Stock Exchange (KSE), I find a increase in debt financing and a decrease in equity
financing after enforcement actions.

These results are opposite to the findings in total sample analyses. I also find a significant
increase in bond and bank loan after enforcement actions. For the firms listed in Korea Securities
Dealers Automated Quotation (KSQ), I find that GAAP violators increase equity financing and
reduce debt financing. The decrease in debt financing is due to private debt. These results are
similar to findings in total sample analyses.

For unlisted firms, I do not find any evidence on change in financing policies after enforcement

actions. These results hold even after controlling for conventional leverage factors (size,

tangibility, growth, profitability). Overall, the evidence suggests that accounting enforcement
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actions are effective and capital market participants react to the enforcement actions. However,

the reactions to enforcement actions are different across capital markets.

<Key words> GAAP violation, accounting enforcement actions, economic consequences, financing
decisions, listing status

[. Introduction

The purpose of this paper is to investigate the effect of accounting enforcement actions against
the firms that violate General Accepted Accounting Principle (GAAP) on the corporate financing
activities. In recent years, a number of accounting scandals including restatements and financing
reporting fraud (e.g., Enron) have been announced (Cheng and Farber 2008 ; Wilson 2008 ; Ball
2009). In response to the increase in accounting scandals, regulators have expressed concerns
about the effect of GAAP violations on investor confidence in financial reporting system and have
attempted to reduce the number of misreporting. Consequently, the regulatory response to these
accounting scandals leads to a number of changes in accounting and auditing systems (e.g., the
Sarbanes —Oxley Act of 2002). Capital market participants (e.g., analysts) also have demonstrated
concern about the impact of misreporting on the market’s assessment of the quality of financial
reporting of firms that have issued financial misreporting (Wilson 2008).

With respect to the effect of financial misreporting, empirical studies have shown that the
disclosure of GAAP violation increases the uncertainty about the quality of reported financial
information and decreases the credibility of financial reporting system (Dechow et al. 1996 ;
Farber 2005 ; Wilson 2008). For example, Dechow et al. (1996) find that stock prices decline 9%
on the day of announcement of enforcement action by the Securities and Exchange Commission
(SEC). Palmrose et al. (2004) document a —9.2% abnormal stock returns over a 2—day event
window around restatement announcements. Hribar and Jenkins (2004) document that the relative
percentage increases in the cost of capital following restatement are substantial, ranging between
7% and 19% depending on the model used. In sum, prior studies indicate that the announcement
of GAAP violation (e.g., accounting enforcement action and restatement) leads to significant loss
in sharcholder value and an increase in the cost of equity capital.

The theoretical literature has long recognized that the asymmetry of available information
between companies and outside investors can affect companies’ financing choices. For example,

Myers and Majluf (1984) explain how adverse selection can lead companies to refuse issue equity
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and forgo profitable projects. A company’s financial statements play a critical role in reducing
this asymmetry and their integrity is essential to well —functioning capital markets. However,
extant literature almost exclusively focuses on equity market even though debt financing is a
predominant source of external financing (Bhojraj and Sengupta 2003 ; Ball et al. 2008).
Empirical evidence regarding the reactions of debt market to the announcement of GAAP
violation is limited. As primary users of reported financial information, debt providers evaluate
quality of financial reporting. Therefore, the cost of debt capital is closely related to earnings
attributes and auditing issues (Francis et al. 2005 ; Mansi et al. 2004 ; Pittman and Fortin 2004).
In addition, debt providers also respond to revelation of misreporting through increases in the cost
of capital or changes in contract terms (Graham et al. 2008). Graham et al. (2008) provide
evidence on how debt market responds to financial misreporting by focusing on the changes in
contract terms of bank loan. They find that compared to loans initiated before the disclosure of
corporate misreporting, loans initiated after restatement have significantly higher loan spread,
shorter maturities, higher likelihood of being secured, and more covenant restrictions. While prior
literature investigating debt market provides evidence consistent with debt providers responding to
financial reporting quality and misreporting, they do not address the question of the relative extent
of debt market responses compared to equity market.

In this study, I seek to fill this gap by investigating the association between the revelation of
GAAP violation and subsequent change in the financing decisions.) Looking at debt—equity
choices essentially allows me to consider the cost of equity relative to the cost of debt instead
of evaluating the absolute cost of equity. In addition, I examine various debt financing sources
such as private debt (short—term and long—term loan, banks and non—bank private loan) and
public debt (bond). Furthermore, I separate the sample into three groups based on exchange listing
because both firm characteristics (e.g., size, profitability, accounting quality) and capital market
characteristics (e.g., ownership structure, information environment) are supposed to be different
across three groups : the firms listed in the Korea Stock Exchange (KSE), the firms listed in the

Korean Securities Dealers Automated Quotations (KSQ), and unlisted firms.2) According to prior

1) In this paper, the term “change in financing decisions” means change in equilibrium between capital
suppliers and capital demanders.

2) First, the listing requirements related to size and profitability are more generous for KSQ relative to for
KSE because KSQ is made for small and medium firms including venture companies. Second, the
ownership structure is different between KSE —listed and KSQ—listed firms. For example, individuals are
major shareholders for KSQ—listed firms while the proportions of institutional and foreign investors are
high for KSE—listed firms. Furthermore, the importance of KSQ—listed firms in capital markets are
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studies, those firm and market characteristics are related to motivations for GAAP violation and
earnings quality (Dechow et al. 1996 ; Yoon 2001 ; Ball and Shivakumar 2005). Therefore, the
characteristics of GAAP violations and resulting market reactions might be different across GAAP
violators’listing status. To test this possibility, I separately test predictions in each subsample.

The results of this paper can be summarized as follows. First, I find that firms simultaneously
utilize various financing sources to finance financing deficit. Second, I find that firms change
their debt—equity financing policies after their GAAP violations are made public. However, the
results are different across listing status. For KSE —listed firms, they reduce equity financing and
increase debt financing. However, they do not change financing policies related to debt maturity.
For KSQ—listed firms, they increase equity financing and reduce private debt financing. These
results are opposite to those of KSE—listed firms. For unlisted firms, they do not change
financing policies even after enforcement actions. These results are robust to controlling for
conventional leverage factors.3)

The remainder of the paper is organized as follows. In Section II, I provide a brief review of
the related literature and develop the research hypotheses. Section III describes the research design
and variable definitions. Section IV contains a description of the sample. Section V contains

validity test of research design and empirical results. I summarize and conclude in Section VI.

II. Related Literature and Hypotheses

1. Accounting quality, information asymmetry, and cost of capital

Prior studies document that accounting quality is related to the cost of debt and equity capital
by using a variety of proxies for accounting quality. For example, Sengupta (1998) and Botosan
and Plumlee (2002) show that high disclosure quality rating from financial analysts lowers cost
of issuing debt and cost of equity capital, respectively. Pittman and Fortin (2004) and Beatty
(1989) find that the firms audited by high quality auditor enjoy a lower cost of debt and equity

increasing.

3) Rajan and Zingales (1995) review prior studies investigating the determinants of corporate leverage and
suggest four factors supposed to significantly influence corporate leverage such as size, tangibility,
profitability, and market—to—book assets ratio. Because leverage is a cumulative result of external
financing, I use change in these factors as control variables to control for potentially omitted factors
affecting financing decisions.
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in initial public offering, respectively. A recent study by Francis et al. (2005) provides evidence
on the impact of accruals quality on the interest cost of debt, debt ratings, and cost of equity
capital. They argue that accruals quality proxies for information risk, a risk factor that cannot be
diversified away in equilibrium (Easley and O’Hara 2004 ; Leuz and Verrecchia 2005). Bharath
et al. (2008) documents that accounting quality affects the borrower’s choice of private versus
public debt market and the designs of debt contracts vary with accounting quality in the two
markets.

Earnings management and GAAP violation are closely related to low accounting quality.4) In
particular, highly managed earnings and GAAP violations mean low quality of financial reporting
while the lack of earnings management is not sufficient to guarantee high quality accounting (Lo
2008). The purpose of earnings management is to either mislead some stakeholders about
underlying economic performance of the company or to influence contractual outcomes that
depend on reported accounting numbers (Healy and Wahlen 1999). In more detail, Dechow et al.
(1996) document that an important motivation for GAAP violation is the desire to attract external
financing at low cost and to avoid debt covenant restriction.

Regardless of motivations for GAAP violation, investors and debt providers will be
disappointed and revise their beliefs about the firm’s expected future cash flows and/or the
uncertainty about the firm’s financial information when GAAP violations are revealed. Consistent
with this conjecture, prior research consistently provides evidence that when GAAP violations are
made public, the GAAP violators experience a significant decrease in stock price or increase in
their cost of equity capital (e.g., Dechow et al. 1996 ; Palmrose et al. 2004 ; Hribar and Jenkins
2004). However, there is little research on the response of debt capital market to the detection
of GAAP violation.5) Graham et al. (2008) show that compared to loans initiated before the
disclosure of corporate misreporting, bank loans initiated after restatement have significantly
higher loan spread, shorter maturities, higher likelihood of being secured, and more covenant
restrictions.

In summary, while prior studies investigate the relation between accounting quality and cost of

4) According to Dechow et al. (1996), “earnings management” is restricted to reporting practices within the
bounds of GAAP. They define “earnings manipulation” to include both within and outside the bounds
of GAAP. Therefore, in this study, I use the term, “GAAP violation”, to define misreporting outside the
bounds of GAAP, which include both management of earnings and omission of other requirements of
GAAP not affecting earnings itself.

5) The only empirical study I am aware of that looks at debt market is Graham et al. (2008), but they use
only bank loan data.
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capital based on the information perspective, their focus is on equity capital market. In addition,

they do not address the effect of increased cost of capital on financing choices.

2. Theories on financing

An important question facing companies in need of new financing is whether to raise debt or equity. The
modern corporate finance literature focuses on two competing models to explain the debt and equity
financing decisions of firms : tradeoff and pecking order hypothesis.t)

Myers (1984) advocates an alternative hypothesis, the pecking order model. It is based on the
argument in Myers and Majluf (1984) that asymmetric information problems drive the capital
structure of firms. Myers (1984) argues that if managers know more than the rest of the market
about their firm’s value (information asymmetry), the market penalizes the issuance of securities
(like equity) whose expected payoffs are crucially related to the assessment of such a value.
Therefore, the pecking order hypothesis predicts that firms finance new investments first with
retained earnings, then with safe debt, then risky debt, and finally, but only under duress, with
outside equity.

In this paper, I partially follow pecking order hypothesis to predict the change in financing
decisions after enforcement action because the pecking order hypothesis considers the effect of

information asymmetry problem on financing decisions.

3. Debt and equity financing

The announcement of GAAP violation increases the information asymmetry between capital
markets participants (e.g., investors and lenders) and the firms. Thus, both the cost of equity and
debt increase after the disclosure of GAAP violation. However, of the two cost of capitals, which
increases more than the other has not been investigated so far.

In general, cost of debt is lower than cost of equity because creditors claims are paid before
stockholders claim. In addition, according to pecking order hypothesis, firms prefer debt financing
over equity financing due to lower information costs associated with debt financing (Myers 1984).
In addition, Bharath et al. (2009) document that the pecking order hypothesis explains the
expected relation between financing deficit and debt financing better as information asymmetry

increases. While these explanations come from static models, they help to predict change in

6) In the tradeoff model, firms identify optimal leverage by weighting the costs and benefit of an additional
amount of debt.
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financing decisions when adverse selection problem increases. Thus, I expect that GAAP violators
are more likely to issue debt as opposed equity after their GAAP violations are announced to the
markets. This prediction is based on general perspective. While I consider the difference in capital
market characteristics across exchange listing in subsample analyses, I do not make hypotheses
for each case because I can’t predict the ex ante effects of market characteristics on financing
decisions of firms.

The first hypothesis, stated in alternative form, is as follows :

H1 : GAAP violators are more likely to issue debt as opposed to equity after their GAAP

violations are made public.

4. Private and public debt financing

Private lenders such as banks and non—bank private lenders are supposed to be more efficient
and effective monitors than are “arm’s length” investors because they have better access to a
borrower firm’s private information relative to public bond holders (Leland and Pyle 1977 ;
Diamond 1991a). Bhattacharya and Chisea (1995) argue that borrowers are willing to reveal
proprietary information to the lead bank of a loan syndicate or a small group of private lenders
rather than to a diffuse group of public lenders. Hence, firms with a higher degree of information
asymmetry are likely to borrow privately from banks or non—banking sources, while firms with
lower information asymmetry are likely to issue public debt such as bond. Myers (1977) suggests
that maintaining a “continuous, intimate and flexible relationship” with lender is important. It is
more likely that a firm can achieve such a relationship with banks and other private lenders than
with public debt holders because private debt holders are much more concentrated and face fewer
free—rider problems than public debt holders. This suggests that firms with higher future growth
opportunities will prefer bank and other private debt to public debt. Bharath et al. (2008) also find
that accounting quality affects the borrower’s choice of private versus public debt market and the
designs of debt contracts vary with accounting quality in the two market. They find that
borrowers with poorer accounting quality prefer private debt (i.e., bank loans) to public debt.

Diamond (1991a) and Rajan (1992) predict a non—monotonic relation between firm quality and
debt source. They predict the highest—quality firms will issue public debt, while medium—quality
firms will borrow from banks. They also argue that for lower quality firms, the costs of bank
monitoring may outweigh the benefits. In this case, the firms issue public debt.

Therefore, the second hypothesis, stated in alternative form, is :
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H2 : GAAP violators are more likely to issue private debt as opposed to public debt after their

GAAP violations are made public.

5. Bank and non—bank private debt financing

There is little theory and evidence on the difference between bank debt and non—bank private
debt. Denis and Mihov (2003) document that bank debt and non—bank private debt differ in
terms of regulatory requirements, maturity, placement structure, and the concentration and identity
of debt holders. They also argue that non—bank private debt plays a unique role in
accommodating the financing needs of firms with low credit quality. Carey et al. (1998) speculate
that bank regulators discourage banks from making loans to firms with low credit quality by
requiring large loan loss reserves for these loans.

In addition, Diamond (1991a) and Rajan (1992) predict that the costs of bank monitoring
outweigh the benefits for lower quality firms. For example, if firms have valuable R&D projects
but they do not have sufficiently tangible and liquid assets for collateral, then these firms may
be screened out by banks. Of course, riskier firms with the lowest credit quality might not be
candidates for debt financing at all.

Based on these arguments, I hypothesize that firms are less likely candidates for bank loan after
GAAP violation because they have limited access to bank due to increased credit risks and the
higher probability of default risk after enforcement actions.

The third hypothesis, stated in alternative form, is :

H3 : GAAP violators are more likely to issue non —bank private debt as opposed to bank debt
after their GAAP violations are made public.

6. Short—term and long—term debt financing

Short—term debt matures before the cash flows arrive from a firm’s investments and must be
refinanced at terms that depend on its future credit rating. In contrast, long—term debt has
maturity matching the timing of cash flows. At maturity, the firm must pay the full outstanding
principal and not simply current interest. If the firm wants to roll over its debt principal at
maturity, it must obtain the obligation of lenders, who can and will impose more stringent credit
terms if operating performance has deteriorated. Hence, shorter debt maturities imply more

frequent oversight by suppliers of debt capital. Therefore, short maturity debt creates liquidity risk
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because sometimes the borrower is unable to refinance.

Diamond (1991b) explains the choice of debt maturity from the perspective of borrower. He
argues that firms with high credit rating issue short—term debt directly to investors and firms
with lower credit ratings issue long—term bonds or borrow through financial intermediaries such
as banks. In contrast, DeAngelo et al. (2002) explains the disciplinary role of short—term debt
from the perspective of capital supplier. They suggest that debt contracts with shorter maturities
give managers less scope to buy time by using liquid assets to meet interest payments, thereby
satisfying their current debt obligation without improving operations.

Pecking order hypothesis also makes predictions about the maturity structure of debt (Frank and
Goyal 2003). According to pecking order theory, securities with the lowest information costs
should be issued first, before the firm issues securities with higher information costs. Therefore,
it predicts that short—term debt be exhausted before the firms issue long—term debt.

In this study, I expect that GAAP violators are more likely to issue short—term debt rather
than long—term debt because the firms are expected to weak bargaining power in debt
contracting process.

Therefore, the fourth hypothesis, stated in alternative form, is :

H4 © GAAP violators are more likely to issue short —term debt as opposed to long —term debt
after their GAAP violations are made public.

III. Research design and variables

1. Financing sources and financing deficit

The pecking order theory of capital structure of Myers (1984) and Myers and Majluf (1984)
predicts that firms prefer debt over equity because information asymmetry between well—
informed managers and less—informed investors. When investment needs exceed internal funds,
they are met primarily with debt, while equity is used as a residual source of financing. To test
for the pecking order hypothesis, Shyam —Sunder and Myers (1999) suggest to regress net long—

term debt issuance (A D,) on the financing deficit (Def;,) as follows :
AD, =a+BDef, +e;, @)

where A D, is long—term debt issuance minus long—term debt reduction, while Def;, is given
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by the accounting cash flow identity.
Def,, = Div, + CAPEX;,, + Ch_Wc;, — OCF, 2)

in which, Div, is dividend payment, CAPEX,, is capital expenditure, Ch_W¢;, is the net
change in working capital, and OCF;, is operating cash flow after interest and taxes.

The underlying assumption of this model is that debt is a predominant financing source and
equity is used only as a last resort. However, Fama and French (2005) document that, in fact,
most firms issue, repurchase, or do both every year. Chirinko and Singha (2000) point out that
if equity is not a last resort but a common financing source, Eq.(1) have serious problems with
the validity of inferences.

Based on prior theoretical and empirical findings, I modify Eq. (1) as follows :
AFS, =a+pDef,, +e, 3)

where AFS, is the net amount of financing from various sources such as equity, bond, and
private loan. After conducting each regression which has different funding source as a different
dependent variable, then I compare the coefficients on Def and estimate statistical significance by
using stack —up methodology.

To test the effects of accounting enforcement actions on the change in financing policies, I
interact dummy variable (Post) with financing deficit (Defit). The augmented version of Eq. (3)

is as follows :
AFS, = o, +ay,Post, + B, Def,, + ByDef,, « Post, +e, “4)

To test pecking order model’s prediction about capital structure, Bharath et al. (2009) augment
Rajan and Zingales’ (1995) model by including their firm—level information asymmetry index
and analyze both level and change models. Following Bharath et al.’s (2009) approach, I also
augment Eq. (4) by including Rajan and Zingales’ (1995) conventional leverage factors such as
size, tangibility, profitability, and growth.”) In addition, I modify their change model by using net
amount of financing from various sources as dependent variable. Instead of change in leverage,
I use the amount of financing from various sources as in Eq.(3) and (4) because debt ratio is
cumulative results of external financing. Therefore, I consider conventional leverage factors as

control variables affecting firms’ financing decisions. The augmented version of Eq.(4) is as

7) As a growth opportunity measure, I replace market—to—book asset ratio with total asset growth due to
unlisted firms.
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AFS;, = a, +a,Def;, +a;Ch_Tangibility;, + o, Ch_Tagrowth,,

+a;Ch_Logsales;, + agCh_Profitability,, + 3, Post,,
+ By Post;, - Def;, + BsPost;, - Ch_Tangibility;,
+ B, Post;, - Ch_Tagrowth;, + 3 Post;, -+ Ch_Logsales;,

+ B Post;, - Ch_Profitability;, + ¢,

)

I define variables as follows : All variables are scaled by total assets, as in prior studies.

AFS, : Net financing amount issued in year t. I use 7 different financing sources.
Stloan;, : Short—term loan issuance minus short—term loan reduction.
Ltloan;, - Long—term loan issuance minus long—term loan reduction.
Bond;, : Long—term bond issuance minus long—term bond reduction.
Debt,, - Net debt issuance in year t. Debt;, = Stloan,, + Ltloan,, + Bond,,.
Fquity,, - Net equity issuance in year t. This variable includes the issue of stock warrants
and sales of treasury stocks as well as sale of common stock.
Bank,, - Bank loan issuance minus bank loan reduction.
Nop;, * Loan issuance from non—bank private institution minus reduction of loan from
non—bank private institutions.
Def,, © D, + Invest,, + Ch_We,, — Cf;, + R,.3)
Post,, - Dummy variable. Post=1 if fiscal year is equal to or greater than detection year,

otherwise Post=0.

2. Financing deficit definitions

To test firm’s external financing decision, it is important to measure firm’s financing deficit

because the needs for external financing arise only when their internal cash flows are inadequate
for real investment, dividend commitments and debt repayment. In this paper, I derive financing

deficit (Def;,) from cash flow statement equation as in Frank and Goyal (2003). I define variables

used to measure financing deficit (Def;) as follows :

Def,, = Div,,+ Ihwest, + Ch_Wc, + R,, — Cf,,

Div,, : cash dividends and repurchase of treasury stock in year t;
Invest,, : net investment in year t (i.e., the investment section of statement of cash flow) ;
Ch_WE, : change in working capital in year t (i.e., Net changes in operating assets and
liabilities plus change in cash and cash equivalents) ;
R, ' current portion of the long—term debt in year t;

8) Please refer to Appendix I for detailed definitions of other variables.
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Cf,, - Net income plus expenses not involving cash outflows minus income not
involving cash inflows in year t.

3. Stack—up method?

To compare the coefficients and estimate statistical significance, I use stack—up methodology.
In other words, I stack up datasets used in each regression. For example, when I compare debt
and equity financing, I stack up two set of observations which are used in debt and equity

financing regressions, respectively. To explain such tests, partition the X matrices as
X, = |:i1 Xl] X, = [iz Xz]

Where ij, i are n; and n, vectors of ones, and the X are matrices of the k—1 regressor
variables.

The conformable partitioning of the B vectors is
B = [ 8] B: = [a 8]

The unrestricted model is
MR
Yy, 0 i, 0 X, B,

where, yi1=The amount of one funding source ,
y>=The amount of another funding source ;
ii=Vector of ones for one funding source equation ;
i>=Vector of ones for another funding source equation ;
X', =Matrix of independent variables used in one funding source equation ;
X>=Matrix of independent variables used in another funding source equation.

The test of the null can be based on the RSS (Residual Sum of Square) from these two

regressions.

Ho: B, = B,

9) “stack—up” is not a formal name of this method. This method is just an application of so called, “Chow
test,” Refer to “Econometric method”(4th edition) by Johnston and DiNardo. pp.126—130.
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IV. Data

{Table 1> Sample selection

Panel A : Sample selection procedure

Total post—audit reviews issued from December 11, 2001 through December 10,

2008 attributable to GAAP violations 360
Less :
Firms not listed on KIS—Value II database (37)
Firms with quarterly and/or consolidate reports (3%)
Multiple releases involving the same firms (16)
Financial firms (35)
Firms changing industry and/or merged (98
Final sample 226
Panel B : Sample composition
KSE—listed firms 62 ( 27%)
KSQ—listed firms 76 ( 34%)
Unlisted firms 88 ( 39%)
Total firms 226 (100%)

The sample selection procedure used to obtain GAAP violating firms for empirical tests is
summarized in Panel A of Table 1. I collect a total sample of 360 reports of enforcement actions
issued for the period 2001 through 2008 from the FSS’ website.10) This sample consists of KSE—
listed, KSQ —listed, and unlisted firms. First, I exclude 37 firms (most firms are unlisted) because
financial statements data are not available for these firms on KIS —Value database.ll) Second, 38

cases where enforcement actions are issued against quarterly report are eliminated because their

10) The FSS has been disclosing the results of post—audit reviews on web site since 2001. Furthermore,
they must disclose the reports immediately after they determine the degree of penalty if there are serious
cases. Refer to article 59 (publication of violation) of Amended Regulation on External Audit and
Accounting (on October 17, 2001).

11) I first search all the company names FSS discloses in KIS —value database to match KIS company—
code. This procedure is inevitable to use unlisted firms’ financial statements data. When there is no
matched name in KIS, I use DART (Data Analysis, Retrieval and Transfer) System because DART
provides the track of change in company name. In fact, 69 firms change their names after detection.
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financial statements are not audited. Third, 1 additionally exclude 16 cases where firms are
detected several times to control for multiple detection effect. Finally, 35 financial firms and 8
firms changing industry after detection are eliminated to increase comparability in analysis. This
procedure results in a final sample of 226 firms. Panel B presents the composition of final
sample. Sixty—two firms (27%) are listed in KSE, 76 firms (34%) are listed in KSQ, and 88

firms (39%) are unlisted companies.

V. Empirical results

1. Descriptive statistics

Table 2 presents the descriptive statistics of variables.!2) The summary statistics reported in
Panel A indicate that, on average, GAAP violators rely more on debt financing than equity
financing when firms need external financing. The mean (median) debt financing (Debt) is 0.069
(0.047) and the mean (median) equity financing (ZEquity) is 0.051 (0.00). Panel A also shows that
firms heavily rely on public debt market for debt financing. The debt financing from bond market
(Bond) is a mean of 0.033, which is about 50% of total debt financing (Debt). On the other hand,
Panel A documents that bank (Bank) and non—bank private (Mp) financing, which are financing
from private debt market, are seemingly not significant. The mean (median) values of Bank and
Nop are 0.004 (0) and —0.005 (0), respectively. The results for bank and non—bank private
markets are likely to be affected by selection biases. Note that these financing data rely on annual
reports.13)

Panel A of Table 2 also reports the summary statistics of various determinants of financing
deficit. It shows that long—term investment (/wwvest) is an important determinant of financing
deficit. The mean (median) value of Invest is 0.093 (0.065), which is about 80% of total
financing deficit (Def). In addition, change in working capital (Ch_We) which is closely related

to short—term investment is also an important determinant of financing deficit.

12) Observations that fall bellow the bottom 1 percent or above the top 1 percent of the distribution of each
variable are deleted before computing the descriptive statistics.

13) Unlisted firms are not regulated to file and submit their annual report to Financial Service Commission
(FSC) and Stock Exchange. Therefore, the bank and non—bank private loan data are not sufficient for
unlisted firms while unlisted firms are more likely to borrow a larger portion of their funding needs
from private debt market such as bank and non—bank private than public market.
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(Table 2> Descriptive statistics

Panel A. Summary statistics of the variables

Variable N Mean Sta. Dev Min Q1 Median Q3 Max
Logta 2,366 24.823 2.076 16.806 2346  24.405 25.852 30.861
Stloan 2,025 0.016 0.089 —0.335 —0.022 0.005 0.056 0.367
Ltloan 2,025 0.020 0.052 —0.141 0.000 0.000 0.029 0.316
Bond 2,025 0.033 0.073 —0.143 0.000 0.000 0.044 0.434
Debt 2,025 0.069 0.124 —0.441 —0.002 0.047 0.139 0.653
Equity 2,025 0.051 0.130 0.000 0.000 0.000 0.019 0.881
Bank 960 0.004 0.092 —0.339 —0.043 0.000 0.045 0.324
Nbp 960 —0.005 0.034 —0.204 —0.007 0.000 0.000 0.143
Div 2,025 0.005 0.012 0.000 0.000 0.000 0.005 0.102
Invest 2,025 0.093 0.151 —0.346 0.007 0.065 0.146 0.882
Ch_We 2,025 0.052 0.124 —033 —0.016 0.036 0.103 0.621
cf 2,025 0.063 0.095 —0.295 0.019 0.062 0.116 0.348
R 2,025 0.036 0.047 0.000 0.000 0.014 0.057 0.261
Def 2,025 0.123 0.179 —0.322 0.004 0.080 0.196 1.120
Ch_Tangibility 2,178 —0.001 0.085 —0.757 —0.035 —0.004 0.025 0.516
Ch_Tagrowth 2,024 —0.074 2.013 —60.17 —0.195 —0.010 0.151 5.687
Ch_Logsales 2,162 0.096 0.504 —3.654 —0.054 0.089 0.245 4218
Ch_Profitability 2,035 —0.014 0.161 —2.078 —0.044 —0.004 0.024 2.297
Panel B. Difference between before and after enforcement
Variable Before Enforcement After Enforcement t—test Wilcoxon test”
Mean Median Mean Median Diff Pr > |t Pr> |
Logta 24.61 24.243 25.253 24.62 —0.643 (0.00) (0.00)
Stloan 0.021 0.012 0.007 0.000 0.015 (0.00) (0.00)
Ltloan 0.024 0.002 0.013 0.000 0.011 (0.00) (0.00)
Bond 0.038 0.000 0.025 0.000 0.012 (0.00) (0.00)
Debt 0.083 0.066 0.045 0.024 0.038 (0.00) (0.00)
Equity 0.054 0.000 0.047 0.000 0.007 (0.23) (0.00)
Bank 0.004 0.000 0.004 0.000 0.000 (0.99) 0.42)
Nbp —0.008 0.000 —0.003 0.000 —0.004 (0.04) (0.00)
Div 0.005 0.000 0.006 0.000 —0.001 (0.02) 0.41)
Invest 0.107 0.078 0.069 0.052 0.037 (0.00) (0.00)
Ch_We 0.063 0.046 0.034 0.023 0.029 (0.00) (0.00)
cr 0.071 0.069 0.05 0.049 0.021 (0.00) (0.00)
R 0.038 0.019 0.032 0.009 0.006 (0.01) (0.00)
Def 0.141 0.100 0.091 0.046 0.050 (0.00) (0.00)
Ch_Tangibility —0.002 —0.006 0.000 —0.003 —0.002 (0.25) (0.01)
Ch_Tagrowth —0.103 —0.024 —0.021 0.007 —0.082 (0.00) (0.00)
Ch_Logsales 0.144 0.120 0.003 0.045 0.141 (0.57) (0.20)
Ch_Profitability | —0.014  —0.003  —0.013 —0.007  —0.001 (0.88) 0.92)

1) Wilcoxon—Mann— Whiteny test (a non—parametric analog to the independent samples t—test)
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The mean (median) value of Ch_We is 0.052 (0.036). Repayment to matured long—term debt
(R) is also significant factor for external financing while dividend (Div) is negligible.

Panel B of Table 2 presents the univariate comparisons of these variables between before and
after enforcement actions. It shows that debt financing significantly declines after enforcement
actions. The mean (median) net debt issuance (Debt) decreases from 0.083 (0.066) before
enforcement actions to 0.045 (0.024) after enforcement actions. This decrease in debt financing
is also observed in all debt financing sources such as short—term loan (Stloan), long—term loan
(Ltloan) and bond issuance (Bond). For example, short—term loan (Stloan) falls from a mean
of 0.021 before enforcement actions to 0.007 after enforcement actions. Long—term loan (Ztloan)
and financing from bond market (Bond) decrease in a similar manner. On the other hand, equity
financing (Equity) shows different trend. It does not significantly decrease from the parametric
point view (¢—test) while significant decrease is found in non—parametric test ( Wilcoxon test).
Although equity financing (Zquity) declines after enforcement actions and the decline is partially
significant, the magnitude of the decrease is relatively small compared to that of debt financing
(Debt). For bank loans (Bank), there is no economical and statistical difference between before
and after enforcement action. In contrast, non—bank private (Mp) increases after enforcement
actions are made public. Panel B also shows that financing deficit (Def) declines after firms are
subject to enforcement actions. Financing deficits (Def) significantly decreases from 0.141 before
enforcement to 0.091 after enforcement. This decrease in financing deficit reflects the drop in the
scale of investment after GAAP violations are made public. Both long—term investment (/nvest)
and short—term investment (Ch_We) drop by half. Invest (Ch_We¢) decrease from 0.107 (0.063)
before enforcement actions to 0.069 (0.034) after enforcement actions. However, dividends (Div)
and repayment to matured long—term debt (R) are not so much influenced by enforcement
actions compared to other determinants of financing deficit. Note that cash flows (Cf) also
significantly decline from 0.071 before enforcement actions to 0.05 after enforcement actions.

Table 3 shows the Pearson correlation matrix. Short—term loan (Stloan) is positively related
to bank and non—bank private loan (0.71, 0.26, respectively). Long—term loan (Ztloan) is also
positively correlated with both private market financing (0.29, 0.05, respectively). However, the
magnitude of coefficients is much smaller than those of short—term loan. These findings indicate
that financing from private market are likely to be short—term. While the correlations between
private loans (Stloan and Ltloan) and equity financing (Zquity) are significantly negative, the
magnitudes of coefficients are small. Bond financing (Bond) is positively correlated with equity

financing (ZEquity). Financing deficit (Def) is statistically and positively correlated with all
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financing sources (Stloan=0.40, Ltloan=0.26, Bond=0.41, Equity=0.68, Bank=0.25, Nop=
0.09, respectively). The magnitudes of coefficients are large and statistically significant. Equity
financing (Equity) is closely correlated with financing deficit (Def). These findings indicate that
firms finance from various sources, which are not consistent with the pecking order hypothesis.
The close correlation between equity financing ( Eguity) and financing deficit (Def) is mainly due

to investment (/vest=0.45).14)

2. Empirical tests for hypotheses

A. Total sample analyses

Table 4 presents the results of the main regression equation (4) for total sample firms. To test
for hypothesis 1, I compare equity financing (ZEquity) with two debt financing sources such as
total debt financing (Debt) and debt financing from public market (Bond). First, column (7)
shows that the coefficient on financing deficit (Def) is positive (0.45) and significant (t=13.46).
This finding implies that equity financing is important to GAAP violators during the periods of
GAAP violation.

The coefficient of Post - Def capturing the effect of enforcement actions on the GAPP
violators’equity financing, is 0.14 (t=2.57). This evidence indicates that, on average, GAAP
violators more rely on equity market to finance their financing deficit after enforcement actions.
Second, column (6) shows that the coefficient on Def is positive (0.48) and significant (t=14.85)
when dependent variable is Debt, which is similar to equity financing case reported in column
(7). This evidence implies that GAAP violators rely on both equity and debt financing to a similar
extent before enforcement actions. However, in contrast to equity financing, the coefficient of
Post + Def is negative (—0.12) and statistically significant (t=—2.39). This finding indicates that
debt financing declines after enforcement actions.

When public debt financing (Bond) is used as a proxy for debt financing, column (3) shows
that the coefficient on Def is positive (0.16) and significant (t=8.90). However, the coefficient
on interaction term (Post * Def) is positive (0.02) but insignificant (t=0.69). This finding implies

that bond financing does not change after enforcement actions.

14) 1 report the result of difference test on each variable before and after enforcement actions in Appendix
1I.
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To test for hypothesis 2, I compare long—term loan (Ztloan) and Bond. I use long—term loan
as a proxy for private debt to control for debt maturity because, in general, bond financing is long
—term. Column (2) shows that the coefficient on Post * Def is —0.05 (t=—3.24), indicating a
significant decrease in private long—term financing after enforcement actions. In contrast, public
long—term financing does not change even after enforcement as shown in column (3). The
column ((2)—(3)) confirms the difference in the interaction term is significant at 5% level (t=
—2.10)

For hypothesis 3, I use bank and non—bank private loan data reported in annual report.
Because unlisted firms are not forced to submit annual report, the sample size is different from
other cases based on cash flows statement. The results in column (4) and (5) show that the
coefficients on Def are 0.14 (t=4.98) and 0.02 (t=2.41), respectively. These results indicate that
GAAP violators borrow from both private lenders and that they rely more on banks than non—
bank private lenders before enforcement actions. The column (4) and (5) also show that change in
financing from both private lenders. The coefficients on Post - Def are negative (—0.067, —0.005)
but statistically insignificant. These results imply that there are no changes in financing policies
within the private debt markets even after enforcement actions. Although I do not test the
difference in total financing level enforcement actions, it seems that firms still rely more on bank
loan than non—bank private even after enforcement.

For hypothesis 4, the results in column (1) and (2) show that the coefficients on Def are
positive and significant, 0.226 (t=10.49) in column (1) and 0.089 (t=7.45) in column (2),
respectively. These findings indicate that the amount of fund raised from short—term debt is
much greater than that of long—term debt before enforcement actions. In contrast, the coefficients
on Post * Def are significantly negative, —0.084 (t=—2.39) in column (1), —0.054 (t=—3.24),
respectively. In addition, the magnitudes of coefficients on interaction terms are not significantly
different as shown in column ((1)—(2)). These findings imply that GAAP violators reduce both
short —term and long—term loan significantly after enforcement actions. More importantly, these
findings are interpreted as a significant change in financing policies regarding term—structure in
financing policy because the extent of financing from bank is much larger than financing from
non—bank private lenders before enforcement actions. That is, when the magnitudes of
coefficients on Post - Def are compared with those of coefficients on Def, the portion of
decrease in short—term financing is 37% (=0.084/0.226), that of long—term financing is 60%
(=0.054/0.089). In summary, GAAP violators more significantly reduce their long—term debt

financing relative to short—term financing after enforcement actions.
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B. Subsample analyses

Prior studies provide evidence that financing structure is different among firms with different
characteristics such as size, age, and growth (Frank and Goyal 2003 ; Fama and French 2005).15)
Following prior research, I divide the sample into three groups based on the criterion used in post
—audit review report : KSE—listed, KSQ—listed, and unlisted firms. However, this method of
division is somewhat different from prior studies. While prior research focuses on finding firms
that are commonly thought to be particularly subject to adverse selection in one capital market,
however, the focus of this paper is on different market environment related to information

asymmetry.

(1) KSE—listed firms

Panel A of Table 5 presents the results of regression analyses using only KSE firms. The
results seem different from those shown in Table 4. First, KSE—listed firms significantly reduce
their equity financing after enforcement. In column (7), the coefficient on Post + Def is —0.20
(t=—2.57). In contrast to equity financing, KSE—listed firms weakly increase their debt financing
(total debt and bond) after enforcement actions. In column (6) and (3), the coefficients are 0.16
(Debt) and 0.10 (Bond), respectively. Frank and Goyal (2003) find that the pecking order
hypothesis performs much better when applied to large firms. In general, KSE—listed firms are
larger than KSQ—listed firms. Therefore, the results of KSE—listed firm support Hypothesis 1.

For the comparison between public and private debt (H2), column (2) shows insignificant
decrease in long—term loan while column (3) shows weak increase in bond after enforcement
actions. These results are not consistent with hypothesis 2.

For hypothesis 3, column (4) and (5) of Panel A show that KSE—listed firms more prefer bank
to non—bank private financing. The coefficient on interaction term (Post + Def) of bank
regression is 0.24 (t=2.93), which is greater than pre —enforcement coefficient, 0.11 while non—
bank private financing increase insignificantly. For term structure, there is no significant change.

In summary, KSE—listed firms reduce their equity financing and replace it with public debt
(Bond) financing after enforcement. For private debt, there is not significant change. The result

of comparison with bank and non—bank private financing should be interpreted with caution. In

15) However, those findings are not explained by pecking order theory in which the main driving force of
the capital structure is adverse selection. For example, Frank and Goyal (2003) find that small high—
growth firms do not behave according to the pecking order theory while small high —growth firms are
often thought of as firms with large information asymmetries. They suggest the pecking order works
best in samples of large firms.
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principle, the sum of financing from bank and non—bank private lenders should be equal to the
sum of short—term and long—term financing. However, in my review, | find many cases where
the matching is impossible. In addition, some firms did not submit their annual report to regulator
(FSC), leading to reduced sample of KSE—listed firms.

(2) KSQ—listed firms

Panel B of Table 5 documents the results for KSQ—listed firms. The results are overall
different from those of KSE—listed firm and consistent with Table 4. In other words, KSQ—
listed firms are critical for the general findings in Table 4. After enforcement actions, KSQ—
listed firms issue equity stocks and reduce the debt financing. The coefficient of financing deficit
is 0.19 (t=3.25) for equity financing and —0.141 (t=2.45) for debt financing. On the other hand,
financing from public market (Bond) does not change. This is inconsistent with Hypothesis 1 but
consistent with Frank and Goyal’s (2003) findings that small and growth firms do not generally
follow the pecking order hypothesis.16)

For hypothesis 2, long—term loan decreases in significant manner (column 2) while bond does
not change after enforcement action. This result is also not consistent with hypothesis 2.

For hypothesis 3, column (4) and (5) of Panel B show that KSQ—listed firms reduce bank loan
more significantly than non—bank private. While both financing sources decrease, bank loan
(Bank) shows the significance. The coefficients on Post - Def are —0.12 (t=—2.27) for Bank
and —0.00 (t=—0.36) for Nbp.

For hypothesis 4, column (1) and (2) of Panel B of Table 5 show both private loans (short—
term and long—term loan) significantly decrease and the magnitudes of incremental change on
financing deficit are large. The coefficients on Post + Def are —0.11 (t=—2.87) for short—term
and —0.05 (t=—2.86) for long—term.

In summary, KSQ—listed firms increase their equity financing and reduce their private debt
financing (both short—term and long—term loan) while they do not change public debt financing
after enforcement action. The decrease in private debt financing is due to both short—term and

long—term loan.

16) KSQ—listed firms are relatively smaller than KSE—listed and even unlisted firms. In addition, they are
more likely to be higher growth firms than other firms. Unreported result shows that they also invest
a larger sum of money compared to other firms.
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(3) Unlisted firms

Unlisted firms are, by definition, not publicly traded in the secondary market. Therefore, there
financing decision is expected to be different from listed firms. For example, their equity
financing is supposed to be less sensitive to market expectations. In addition, they are less
regulated and their post—audit reviews are made by audit firms not by FSS. Therefore, the capital
market such as bank and bond market may not consider their GAAP violations seriously.
However, there is no study examining the effect of enforcement actions on their financing.

The second row of Panel C of Table 5 shows unlisted firms’general financing structure before
enforcement actions. It shows that unlisted firms also use equity financing considerably (column
7). They raise 24% of financing deficit from shareholders and this is similar to KSE—listed firms
(0.29). Therefore, it seems that equity financing is also important issue to unlisted firms. For debt
financing, although the proportion of debt to equity of KSE—listed firms is similar to that of
unlisted firms, the composition of debt is different. Unlisted firms primarily raise fund from
private market, specifically in short—term (39%) while KSE —listed firms depend on bond market
for 27% of their debt financing.

As shown in the Panel C of Table 5, I fail to find any significant changes in financing
decisions of unlisted firms. This is because their GAAP violation is not so serious to impact on

capital market.

C. Additional tests!?)

Prior studies testing for pecking order theory develop the extended conventional leverage model
which has financing deficit as an additional explanatory variable. To provide a suitable structure
to test both theory variables, the regressions are run in first differences.

In this paper, I follow the idea used in prior literature because the conventional factors
supposed to influence corporate leverage give a good opportunity to control other omitted
variables. The conventional leverage factors suggested by Rajan and Zingales (1995) are as
follows. First, (change in) tangibility variable is a proxy for (change in) collateral for financing.
Second, (change in) sales variable is a proxy for (change in) firm size. Third, (change in) Market
—to—Book asset (i.e., Tobin’s Q) variable is proxy for (change in) growth opportunity. The
fourth is (change in) profitability variable. In this paper, instead of Tobin’s Q, I use total asset

growth measure as a proxy for growth because my sample includes unlisted firms.

17) I also do the same analyses with the data winsorized at 1% in both tails of the distribution. However,
the results are qualitatively similar with those of truncated data.
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Table 6, Panel A shows the results of the main regression equation (5) for total sample firms.
The coefficients on financing deficit (Def) for all regressions are significantly positive while
conventional leverage factors do not show significant and consistent coefficients. For incremental
effect of enforcement action, the coefficients on interaction term (Post * Def’) show very similar
patterns documented in Table 4. This evidence indicates that financing deficit variable (Def’) is
predominant determinant of financing decision.

Panel B, Panel C, and Panel D of Table 6 are the same analyses using subsamples. The results
are almost the same as the results without conventional leverage factors, which are presented in
Table 5. Just minor changes are found such as lower significances and smaller magnitudes of

coefficients.

VI. Conclusions

This paper investigates whether the firms change their financing choice among alternative
sources of financing such as bank debt, non—bank private debt, bond debt, and equity financing
after they are detected by the FSS for violating GAAP. Although prior research finds that stock
market significantly and negative penalize when they find financial misstatement, there is little
evidence on debt market reactions to these events. To fill this gap, I investigate the association
between the revelation of GAAP violation and subsequent change in the financing decisions
including both equity and debt markets. I find that the enforcement actions affect the choice of
external financing sources and have differential impact depending on listing status. The results of
KSE—listed firms are contrary to those of KSQ-—listed firms. For KSE—listed firms, debt
financing becomes a more important funding source than equity financing and bank debt is issued
more than non—bank debt. In contrast, KSQ—listed firms increase equity financing and decrease
debt financing. In addition, they reduce bank debt after the enforcement action. For unlisted firms,
they are not affected by the detections of GAAP violation. Overall, this evidence suggests that
accounting enforcement action is important information to capital market participants and they
interpret this information differentially according to firm’s listing status.

This paper makes several contributions to the literature examining the effects of accounting
enforcement actions by Financial Supervisory Service (FSS). First, this study provides evidence
that enforcement actions affect the financing decisions of GAAP violators. This evidence is

important because the changes in financing decisions mean that enforcement actions are effective
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in providing information about the quality of financial reporting of GAAP violators to capital
markets. Second, this paper finds evidence that the effects of enforcement actions are different
across listing status of GAAP violators. The evidence expands the findings from prior studies
which mainly focus on KSE—listed firms. Third, this study investigates various debt financing
sources which have not been addressed in prior studies so far. Lastly, this study uses difference —
in—difference approach to test for statistical difference between financing sources. In addition,
this study also contributes to finance literature because accounting enforcement actions are
dynamic setting where information asymmetry problems increase. Most of prior studies which
investigate capital structure and/or financing decisions focus on cross—sectional approach by
using static models.

This study also has some limitations. First, the small sample potentially limits the general
inferences from my results to more subtle cases of earnings management. Second, the results of
the paper are exposed to correlated omitted variables problem. In reality, there are a variety of
factors affecting corporate financing activities. However, 1 assume that those factors do not
change during the sample period. Third, the results can be different when the analyses are
performed in the sub—samples based on the degree of the enforcement actions by regulator.
Lastly, this paper does not predict and explain thoroughly why the change in financing decisions
of GAAP violators is different across listing status. Listing status includes a lot of factors such

as firm characteristics, investor characteristics, and regulations.
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