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Abstract

:

This study explored the effect of corporate governance on disclosure transparency, coming from the changes of the largest shareholder and the designation as an unfaithful disclosure firm. In addition, the study verified whether this designation on a firm increases voluntary disclosure level the following year. According to results of analyzing nonfinancial firms listed in the Korea stock market from 2009 to 2017, the more frequently the largest shareholder changed in the recent three years, the significantly higher the possibility of the firm in being designated as an unfaithful disclosure firm. For firms that were designated as unfaithful disclosure firms, voluntary disclosure significantly increased the following year. These results were strengthened by the addition of several more analyses including quality of management forecasts, consideration of fixed-effects regression and the mediation modeling. These results imply the necessity for the supervision of authorities to take caution, while it shows the effectiveness of the unfaithful disclosure designation regulation in improving disclosure transparency.
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1. Introduction


Corporate sustainability is gaining considerable attention in the aftermath of the recent financial crisis in the US and Asian countries deriving from accounting and remuneration scandals. Research on corporate sustainability is taking place to ensure the long-term sustainability of companies and their accountability for a variety of stakeholders. Global investors demand, regulators require, and companies disclose their economic, governance, social, ethical, and environmental sustainability performance [1,2]. An important factor in the sustainability of a firm is its proclivity for transparent communication regarding its operational and financial information. As many investors believe, the transparent disclosure of information allows for a more accurate evaluation of a firm’s long-term financial condition. An honest corporate information disclosure environment strengthens communication between managers and investors by building both knowledge and trust, therefore promoting the sustainability of the company [3]. For this reason, corporate sustainability can be achieved by the desire for being honest by the corporation to improve and actively sustain the transparency of its information disclosure environment.



Transparency refers to a process by which information about existing conditions, decisions and action is made accessible, visible, and understandable. Specifically, there is a widespread availability of relevant, reliable information about the periodic performance, financial position, investment opportunities, governance value, and risk of publicly traded firms [4]. Due to this reason, transparency indicates the sharing of information via timely disclosure of firm-specific information to outside constituents of the firm. This is an integral part of corporate governance practice [5]. Transparency is a special tool to enhance ways and opportunities for stakeholders of the company to help understand whether the company’s running business is suitable for long-term, sustainable objectives or not. For this reason, transparency is a way to achieve accountability and trust in organizations, which leads to increase sustainability in information disclosure environment [6,7].



This study examines the relations between corporate governance and transparent disclosure by using the designation of unfaithful disclosure firms. It will then analyze the effects of penalties on unfaithful disclosure firms by additionally verifying management forecasts after receiving penalties. Since South Korea does not have an objective measurement of disclosure quality, there is a considerable shortage of research on how disclosure quality differences influence the capital market. In the US, there are various tools to measure disclosure quality including financial analysts’ disclosure levels based on AIMR (The Association for Investment Management and Research) and disclosure levels developed by individual researchers. However, the limitation of these measurements is that they can be subjectively affected by financial analysts and individual researchers. On one hand, the US’ disclosure quality measurement is usually based on voluntary disclosure. Timely disclosures that have a high percentage of voluntary disclosure in the US are, in the case of Korea, referred to as forced disclosures where firms that break regulations receive penalty from the public regulatory organization. Also, regulatory organizations in KSE or KOSDAQ market hold objective processes and assessment on disclosures including timely disclosures. If there are unfaithful actions, the firm receive penalties and is designated as an ‘unfaithful disclosure firm’. Therefore, Korea may have an environment with objective standards for disclosure qualities since low disclosure quality firms are designated by regulatory organizations [8]. This study is expected to provide important implications about disclosure quality, as it explores upon unfaithful disclosure firms.



According to materials from the Financial Supervisory Service in March, 2010, both financial and non-financial perspectives were mentioned on the features of delisting firms that deteriorate sustainability of the firm in one go. A financial perspective of the characters of delisting firms is that 91% take up factors that question the ‘going concern’ as the financial structures are vulnerable regarding short-term net loss and continuous debt. Whereas, non-financial perspectives found factors of weak governance structure and low management stability due to frequent changes of the largest shareholders as the main cause. A Firm that frequently goes through these situations would have a high possibility of being designated as an unfaithful disclosure firm. Repeated designations would lead to accumulated unfaithful disclosure penalty points, making it subject for ‘delisting substantive examination’, which deteriorates corporate sustainability.



Observing these tendencies, this study analyzes how the frequent change of the largest shareholder of the firm, which can be regarded as weak corporate governance, influences unfaithful disclosure designation. The largest shareholder (the largest shareholder is also referred as the controlling shareholder or the majority shareholder according to the researcher) is a person or people with a special relationship with the person who holds the largest amount of shares with voting rights of the firm [9]. The supervisory authorities place concern on the change of the largest shareholder since it can increase instability of the firm. Korea Exchange includes the number of changes of the largest shareholder as an investment caution item for considering the firm’s financial position and management transparency. In addition, the change of the largest shareholder is prescribed, as an important management matter in the firm’s management activity so that disclosure of the change when the largest shareholder changes is required. Firms that change the largest shareholder more than twice a year disclose it as investment caution items. In this way, previous studies also showed that the change of the largest shareholder gave a negative influence on credit rating, possibility of delisting, and firm risk [10,11,12,13]. It was also reported to have an adverse influence on earnings management behavior [14]. It also showed to be related to whether the internal control system was under development through examination [15].



The corporate governance is a decision-making system that maximizes firm value by providing trustworthy information to minority shareholders and by limiting opportunistic or personal actions of majority shareholders and managers [7,16]. Therefore, an effective corporate governance enables the firm to disclose transparent information flow to market participants and fosters sustainable growth. However, for firms that do not have an efficient corporate governance, information unbalance between market participants occur, distorting the information environment of the market. This study expected that the more frequent the largest shareholder is changed in a firm, the higher the instability of firm management and weaker the monitoring of the manager, causing a less transparent disclosure and increasing the possibility of being designated as an unfaithful disclosure firm.



We examined the effects the frequent change of the largest shareholder has on unfaithful disclosure designation using a sample of 13,233 firm-year observations from South Korean firms from 2009 to 2017. Our findings indicate that the lack of strong corporate governance is more likely to increase the designation points on unfaithful disclosure. Furthermore, unfaithful disclosure designated firms are inclined to increase the frequency of managerial earnings guidance and precision of management earnings forecasts. These results suggest that unfaithful disclosure designation system allows for better monitoring on the corporate information disclosure environment and reduces managers’ incentive to shirk or engage in value-destroying behaviors [16]. Consequently, one might expect more guidance and higher precision on guidance to reduce the likelihood of repeated designation due to unfaithful disclosure, as managers in more transparent information environment signal the transparent disclosing behavior. Given that unfaithful disclosure designation system acts as a self-discipline mechanism to the disclosure environment that influences outside investors, our findings illustrate the importance of understanding the interdependence between governmental policies and managerial incentives to implement them. The implicit suggestion in these findings is that the effectiveness of unfaithful disclosure designation system depends on the honest desire of management to improve and actively sustain the transparency of its information disclosure environment.



The rest of the paper is organized as follows: Section 2 reviews previous literature and builds upon hypotheses, Section 3 explains our data sample and research design, Section 4 displays the empirical results, and finally, Section 5 presents our conclusions.




2. Backgrounds and Hypotheses


2.1. Prior Research on the Largest Shareholder


In recent research fields of finance and accounting, related to corporate governance, the difference between nations regarding their legal environment has been reported to be an important variable determining development of the financial market, the quality of the firm’s ownership structure, firm policies and accounting information [17,18]. In principle, listed corporations should separate ownership and management, so that the directors take care of the management activity, not the firm’s stockholders who are the real owners. The board of directors would be held to decide on management policies. In principle, they would select a representative director who would then execute the policies (Commercial Law paragraph 1 of article 389). When the policy execution appears externally, it becomes the representative act of the firm. Thus, under South Korea’s corporation law or commercial law, the director who implements the firm’s work is named the representative director. Based on commercial law, the executive organ of a stock corporation is dualized as the board of directors and the representative director. The board of directors determine the proceedings of the management execution, while the representative director represents the actual implementation and the firm itself.



In contrast, Claessens et al. [19] demonstrate that companies in East Asian countries do not have a clear separation between the control and management of majority shareholders. South Korea is one of the countries where firms have no separation between ownership and control, thus have a high characteristic of centralized ownership. Due to this, they hold the characteristics such as the existence of controlling shareholders, less developed stock markets, high premiums for the management rights, weak disclosure policies, and the absence of hostile firm undertaking roles. The directors apart from the representative director officially only have rights to participate in the decisions at the board of directors. However, usually firms give titles such as president, vice-president, executive director, managing director for them to partake in the internal work. In Korea, apart from the marketing management director, directors have titles such as department head, general manager according to the area of work. Along with the representative director, they are called the management executives. Also, in Korea, there are many cases where the management executives are not separated from the board of directors since commercial law states that the manager who is the representative director must be a director. Furthermore, for affiliates of conglomerates, even if they are grand scale listed companies, the majority shareholders or owners of the firm still participate in the decision making of the main policies, execute top management and internal control as they take on titles such as president, representative director, and part-time director.



For firms like these, where ownership and management are not separated, and it is an ownership centralized firm, there could be an advantage of owners and managers having agreed interest and thus the reduction of agency problems between majority and minority shareholders. It seems that the majority shareholders will not pursue activities that reduce the wealth of a company because they have greater interests as shareholders when the proportion of ownership held by majority shareholders is higher. Watts and Zimmerman [20] find that owner–management with larger equity provides an incentive to act in alignment with the company’s value maximization. Klassen [21] finds that a higher level of majority shareholder ownership lowers the managers’ opportunistic financial reporting incentive and increases the tax reporting incentive. He concludes that profit from property disposition decreases when majority shareholder ownership increases, if a company has a higher tax rate. In addition, discretionary expenses (DE) have a negative relationship with ownership concentration [22]. Using Japanese firms, Darrough et al. [23] show that firms with higher managerial ownership tend to use less income-increasing accruals. Choi and Kim [24] show that, in Korea, a company with a higher majority shareholder ownership also has a lower absolute value of discretionary accruals. Based on this finding, they claim that management has a lower incentive for opportunistic earnings management when the investment of majority shareholders is higher. Overall, the majority of shareholders will not pursue activities that reduce the value of a company because they have a vested interest as shareholders in its success, even more so as their proportion of ownership increases [21,23,24,25].



Among these, the largest shareholder is a person or people with a special relationship with that person who holds the largest number of shares with voting rights of the firm. According to the Financial Supervisory Service report from 3rd of March, 2010, before and after the change of the largest shareholder, there were more frequent occurrences of illegal acts such as embezzlement or breach of duty by the manager. Many of these firms were weak companies with short-term net loss and impaired capital. The more frequent the change of the largest shareholder, the higher the percentage of it being a weak firm. In this way, the frequent change of the largest shareholder weakens the function of monitoring management executives and negatively influences the firm in having corruption and the loss of sustainability. Also, based on Korea’s domestic studies on internal control, many results were derived that the largest shareholders usually took on positive roles. In detail, the larger the holdings of the largest shareholder, the lower the probability of vulnerability disclosure from the Internal Control System occurred, and the probability of vulnerability disclosure became low especially when the largest shareholder was also the representative director, causing intense monitoring [26]. Like Jensen and Meckling [27]’s claim, these results show that the larger the holdings of the largest shareholder, the less the probability of vulnerability disclosure of the Internal Accounting Control System, it would cause since internal control and operation would be reinforced by the monitoring on the manager. In addition, the ownership management method of the largest shareholder could reduce agency costs through agreed management and the demonstration of the owner’s leadership could raise the possibility of sustainable growth by maximizing the firm’s value on the long-term [28].



There are many studies on how the frequent change of the largest shareholder cause negative outcomes. Son and Park [10] shows results of the fall of credit rating after frequent changes of the largest shareholder. Kim [29] proves the correlation between the year of the change of the largest shareholder and the loss of the accounting income. A report (2014) analyzing the causes for delisting of the delisting companies, numerous firms showed to have changed their largest shareholder during the last 3 years before being delisted. The Korea Exchange’s statistics reports high possibility of the firm being delisted or designated when the largest shareholder changes more than twice a year. The reason for this was that frequent transfer if the firm’s representative causes the firm to lose business continuity and agency of responsible management, damaging the firm value.




2.2. Prior Research on the Unfaithful Disclosure Designation


‘Corporate Disclosure System’ is how listed firms completely open information for investors and stakeholders by regularly and spontaneously reporting information that could considerably affect the stock price. Information includes the firm’s business performance, financial health, merge, and capital increase. This enables the investors to accurately understand the state of the firm and protects them by letting them decide on investment freely by themselves with responsibility. It also pursues to raise efficiency of resource distribution through the stock market. Therefore, listed corporations should faithfully report mandatory disclosure obligatory items based on the ‘Capital Market and Financial Investment Services Act’, ‘Stock Market Disclosure Regulation’, or ‘KOSDAQ Disclosure Regulation’. They should take caution in not changing or reversing any of the reported facts. Also, they have responsibility in being careful not to let information leak out through stock market rumors or coverages before the disclosure.



Unfaithful disclosure means the stock-listed corporation does not faithfully follow duties of reporting regulations or changes and overrules the content of what they already reported (Stock Market Disclosure Regulation Article 2, Section 3). Unfaithful Disclosure is divided into three types, failure to disclose, reversal of disclosure, or changed disclosure. Failure to disclose is not reporting the disclosure items within the appointed time or fraud disclosure. Reversal of disclosure is disclosing something that completely cancels or denies the original disclosure. Changed disclosure is when an important part of the disclosure is altered. In Korea Exchange, when a listed corporate is found to have an item of unfaithful disclosure, they are given seven days’ period (date of sale standard) to make an appeal after for warning designation of an unfaithful disclosure firm. If there is no appeal from the corporate, they are designated as an unfaithful disclosure firm after the appeal filing period. In the case where they do appeal, they would go through the process of deliberation by the disclosure committee within 12 days (date of sale standard) from the day of filing the appeal. Whether or not they would be designated as an unfaithful disclosure firm or would receive penalty points would be finally decided within the three days from the start of deliberation. For stock market firms, according to the seriousness of the violation and the delayed time of disclosure, unfaithful disclosure firm penalty points are imposed from a minimum of two to maximum 12 points for each item of unfaithful disclosure. The firm is designated as an issue of administration if 15 or more points are accumulated from the previous year. For listed firms in KOSDAQ, the motive for violation, importance, effect on investors, and the general practice of faithful disclosure of the firm are considered to aggravate or mitigate the number of designations as an unfaithful disclosure firm.



According to the Stock Market Disclosure Committee’s sanction review standard, the motives of violation are divided into 4 types: intentional, gross negligence, negligence, and simple error. ‘Intentional’, knowing the violation and having been aware of the possibility of violation. ‘Gross negligence’, seriously lacking the duty to take caution. ‘Negligence’, taking normal caution or defying caution as a good manager. ‘Simple error’, having committed to the duty of caution however being wrongly aware of the facts or not being able to be aware of the possibility of violation. Depending on the level of the disclosure violation, weight of the violation is classified as ‘Severe violation’, ‘General violation’, or ‘Minor violation’. They are shown in the stock market disclosure regulation according to the evidence of violation for each item. KOSDAQ also has a similar sanction deliberation standard.



For firms that are designated as an unfaithful disclosure firm or receive penalty points, measures are taken by the stock market or the Financial Supervisory Committee such as trading suspension, publicizing the designation and penalty points, education about unfaithful disclosure firms, and requiring them to submit a plan for improvement. For stock-listed corporates that are designated as an unfaithful disclosure firm, trading suspension means transactions are suspended for 1 day on the day of designation and the fact of designation and penalty points are publicized through the stock market or electronic disclosure system [30] where the list, reason for designation, and imposed penalty points are reported as following Figure 1 [31].



Unfaithful disclosure is the measure of disclosure transparency. A firm that is designated as an unfaithful disclosure firm shows that it not only failed to fulfill periodic disclosure, but also did not faithfully carry out timely disclosure, fair disclosure, inquiry disclosure, and voluntary disclosure. Since unfaithful disclosure downgrades the transparency of disclosure, if a firm is unfaithful in disclosure, investors have difficulty in engaging with and utilizing various firm information. As a result, firms which investors lose interest of eventually become incapable of sustainable growth. In this context, previous literature on unfaithful disclosure usually displayed much interest in information utility of the unfaithful disclosure firms. Sohn [32] verified the informativeness of unfaithful disclosure through 247 samples of listed firms from the stock exchange from 1990 to 1998. As a result, it was found that unfaithful disclosure had a negative information effect even for the fact that they reported this. Park et al. [33] verified whether accounting earnings of an unfaithful disclosure firm is useful through (1) relations between cash flow—earnings (2) relations between price earnings ratio—future earnings. Through empirical analysis, the results showed that whatever way they verified, earnings information of an unfaithful disclosure firm was not useful. Also, the capital market showed to negatively evaluated firms designated as an unfaithful disclosure firm. The higher the number of designations as an unfaithful disclosure firm and the more the imposed penalty points, the worse the negative reaction was. In detail, Lee et al. [34] presented results that unfaithful disclosure firms have low credit ratings and high costs of debt capital. The higher the number of designations as an unfaithful disclosure firm, the lower the drop of credit rating and higher the increase of debt financing costs. Choi et al. [35] found a significant market reaction on the expected date of designation and the day of designation as an unfaithful disclosure firm. According to Kim et al. [36]’s study, the more the firm is an earnings management firm, the higher the possibility of it being designated as an unfaithful disclosure firm. The higher the intensity of earnings management, the more it tended to repeatedly receive designation as an unfaithful disclosure firm. Furthermore, firms that were designated as an unfaithful disclosure firm were small in scale, had low profitability, and also had a characteristic of having a higher percentage of receiving audit from Non-Big 4 auditors [36].



Unfaithful disclosure firm designation is also connected to weak corporate governance. Firms with strong corporate governance are able to establish management transparency, owner rights protection, and operating practices of the board which leads to high quality of disclosure. Related to this, Choi et al. [35] used corporate governance scores (CG) for the analysis. According to the results, firms that were designated as unfaithful disclosure firms found to have lower corporate governance structure scores than those that were not designated as unfaithful disclosure firms.




2.3. Hypothesis Development


Most literature assumes the symmetrical and honest disclosure of information by the management of a firm [37]. This ignores the fact that managers, when not monitored by outside investors, determine which information is shared and the speed with which it is reported. If a dishonest manager personally benefits from the nondisclosure of certain information, to the detriment of shareholders, he or she may choose to withhold that information. By manipulating the release of information, managers can obscure the information disclosure environment and reduce sustainability throughout the system. Only effective external monitoring mechanisms help to minimize these opportunistic behaviors. The largest shareholders’ ownership may encourage managers to disclose private information, and the degree of external monitoring may differ according to the degree of largest shareholders’ holding and the consistency of monitoring by the largest shareholders. This paper investigates these possibilities.



The fact that a firm is designated as an unfaithful disclosure firm means that it did not implement its duty of disclosure faithfully or it overruled or changed the reported contents. A firm that is designated as an unfaithful disclosure firm showed to have low quality in earnings, and a detrimental accounting system due to receiving examination and audit opinions for the internal control system beyond what is optimal [31,38,39]. In addition, the capital market shows a negative reaction towards the designation of unfaithful disclosure firms [34,35,40], which is interpreted as a result of an overall decrease of reliability on the firm’s disclosure information. To enhance the firm’s sustainable management, it is important to identify the determinants of unfaithful disclosure, which would result in a doubt on going concern.



Corporate governance is a factor that can critically influence the firm’s disclosure quality. For firms where corporate governance has weakened, they have a larger possibility of being designated as an unfaithful disclosure firm. Choi et al. [35]’s study verified by using corporate governance scores (CG) that the possibility of being designated as an unfaithful disclosure firm increased, as the corporate governance became lower. In corporate governance, the largest shareholder has controlling power in influencing the firm’s financial policies and business policies [12]. The controlling shareholder has the role of effectively restraining the managers from taking opportunistic actions by error occurrences [41], which implies that the changes of the largest shareholder may weaken the monitoring function towards the manager. Especially for South Korea where the corporate governance has the characteristic of ownership and control being centralized, the largest shareholder takes on a significant role. This would mean that the effect on the monitoring function would lead to a greater influence on the firm, as a whole [42,43].



Firms that change their largest shareholder show to have an increased possibility in being included in the group of firms with high risks (Financial Supervisory Service, 2014). The supervisory authorities place frequent change of the largest shareholder, as an important factor for investors to be aware of and for the designation investment caution items. According to the revised Act on External Audit of Stock Companies, which was enacted in November 2018, there are cases where the government designates a monitor for dangerous stock-listed corporations. A case for this includes firms where the largest shareholder has changed more than twice during the period of three years. Thus, the frequent change of the largest shareholder connects to a dangerous corporate governance, forecasting situations where the monitoring role of external monitors upon the manager cannot operate properly.



Moreover, firms that had frequent changes of the largest shareholder showed a decrease in credit rating, increase in the possibility of being delisted, and rise in firm risk [10,11,12,13]. Firms that changed their largest shareholder twice or more a year influenced the firm’s earnings management structure negatively [14]. The frequent change of the largest shareholder implies the possibility of the internal control system not functioning properly [15]. This is because firms that change their largest shareholder frequently downgrades the function of monitoring which raises instability across all areas of management. It is possible to predict that there is a high chance disclosure items previously disclosed may have been distorted. This study focused on the weakening of corporate governance due to the frequent change of the largest shareholder. The following hypothesis was made to verify the relationship between the frequent change of the largest shareholder with the possibility of the firm being designated as an unfaithful disclosure firm.



Hypothesis 1.

There is significant relationship between the frequent change of the largest shareholder and designation points of unfaithful disclosure.





The unfaithful disclosure designation system is implemented to raise transparency in disclosure. To be specific, it is a disciplinary measure taken by the stock exchange towards listed firms when they do not faithfully follow the capital market law or the duty of the stock market’s disclosure regulations by reversing (disclosure of reversal) or changing (changed disclosure) their disclosed information. In the case where a firm is designated as an unfaithful disclosure firm, the stock exchange publicly discloses this in the capital market to actively warn information users.



The fact that a firm is designated as an unfaithful disclosure firm means it not only failed to faithfully follow duties for regular disclosures, but also duties for timely disclosures, fair disclosures, inquiry disclosures, and voluntary disclosures. Namely, the more frequent a firm is designated as an unfaithful disclosure firm, the higher the possibility of the firm being designated as an issue for administration. This also implicates a high possibly of the firm becoming delisted if it violated the disclosure duty intentionally or through gross negligence upon an item that could cause severe impact on firm management [34]. It does not stop here, but the firm may have to receive education training regarding unfaithful disclosure designation and receive measures while having to answer the report on the occurrence of unfaithful disclosure. Apart from the future exchange, the Financial Supervisory Committee can also impose measures in requiring announcement of the concerned fact, ordering correction, limiting issue of stock, requiring public announcement about an illegal dismissal of a board member, claiming memorandum, or placing warnings.



The reaction and measures of the capital market from the designation of an unfaithful disclosure firm provides a useful structure for verifying the effect of the designation regulation. Also, since the samples of unfaithful disclosure firms are spread across many years, the possibility of an external factor other than the regulation causing the result can be excluded. When there is enough time series data, there is especially the advantage of being able to compare the change of the firm’s characteristics before and after the designation to meaningfully understand the effect of the regulation.



A firm that is designated as an unfaithful disclosure firm goes through substantial decrease in stock price. In addition, if it is repeatedly designated as an unfaithful disclosure firm, the burden of expenses become heavier. Specifically, if the designation is repeated on the accumulated penalty points add to more 15 or more points, the firm’s stock becomes designated as an issue of administration. Likewise, since the negative effect of being designated as an unfaithful disclosure firm is not minor, it is possible to assume that designated firms would actively place effort into avoiding being designated again by raising the quality of disclosure and improving the transparency of the disclosure environment.



Beyer et al. [44], in assessing the relative importance of various corporate disclosures on stock return variance, estimate that earnings guidance accounts for 66% of the total variance explained by all accounting-based disclosures, compared to 12% from mandatory disclosures such as earnings announcements and reports to the Securities and Exchange Commission. The traditional disclosure theory typically focuses on the role of disclosure to provide information, predicting that increased levels of disclosure will lead to lower information asymmetry [45]. Consistent with the notion that managerial guidance reduces information asymmetry, Coller and Yohn [46] document a reduction in bid-ask spreads after guidance is issued. Frankel et al. [47] provide further evidence that managers issue more guidance before accessing capital markets to obtain better terms, such as lowering the costs of raising capital. There is also evidence that once firms stop providing guidance, their information environment deteriorates as analyst forecast dispersion widens and analyst forecast error increases [48,49]. In addition to adjusting investors’ expectations, the information imparted during earnings guidance also allows for better monitoring and reduces managers’ incentives to shirk or engage in value-destroying behaviors [16,50,51].



Given the importance of earnings guidance in the corporate information environment [44], a positive association may be expected between unfaithful disclosure designation and subsequent management forecasts for two reasons. First, more management forecasts reduce managers’ information advantage regarding a declining business condition, thereby making it difficult for them to hide and delay bad news. This ultimately leads to a sustainable information disclosure environment. Next, as management forecasts provide “snapshots” of a firm’s operational condition and allow for better investor monitoring, they reduce managers’ incentives to engage in opportunistic behaviors via the disclosure system. Thus, the second hypothesis in this study is as follows:



Hypothesis 2.

The frequency of management forecasts is increased in firms with unfaithful disclosure designation.







3. Research Design and Sample Description


3.1. Empirical Models


The Hypothesis 1 tests whether how the frequent change of the largest shareholder influences the possibility of designation as an unfaithful disclosure firm. The logistic regression model shown as Equation (1) was used for the analysis. The dependent variable of Equation (1) indicates whether the firm has been designated as an unfaithful disclosure firm or not (Dummy_UD). The variable has the value of 1 if the firm has been designated as an unfaithful disclosure firm in the current year and 0 otherwise. The variable of interest is the number of times the largest shareholder has changed (CH_OWN), which is calculated by referring to the number of changes in the recent 3 years. It is predicted that the increase in the number of changes of the largest shareholder would raise the possibility of the firm being designated as an unfaithful disclosure firm. In other words, it is interpreted that the number of changes of the largest shareholder (CH_OWN) would have a positive (+) value.


     D u m m y    _ UD   t  =    α 0  +  β 1  C H _ O W  N t  +  β 2  S A L E  S t  +  β 3  L E  V t  +  β 4  R O  A t  +  β 5  L O S  S t       +  β 6  F O  R t  +  β 7  B L O C  K t  +  β 8  A G  E t  +  β 9  C O N F I R  M t       +  β  10   B I G  4 t  +  β  11   M A R K E  T t  +   ∑     I N D +   ∑     Y R +  ε t      



(1)




where Dummy_UD = if designated as an unfaithful disclosure firm in the current year: 1, if not: 0; CH_OWN = the number of changes of the largest shareholder in the recent 3 years; SALES = Ln(sales); LEV = debt ratio; ROA = return on assets; LOSS = if reported loss in the current year: 1, if not: 0; FOR = foreign ownership; BLOCK = largest shareholder’s ownership; AGE = Ln(period of being a listed firm); CONFIRM = number of subordinate companies; BIG4 = if audited by the Big4 auditors: 1, if not: 0; MARKET = if listed in the KSE market: 1, if not: 0.



For a firm that is designated as an unfaithful disclosure firm to have high penalty points mean that there is importance in the violated act and the motive for the violation was not a simple error but due to negligence or intentional. This is shown by how firms with high penalty points come to receive sanctions that are more intense. The accumulated points are related to opinions of extra examination upon the internal control system [31]. The higher the accumulated penalty points, the more negative the capital market reacts [40].



The fact that the firm’s disclosure information was created and disclosed through the internal control system implies the possibility that the firm that is designated as an unfaithful disclosure firm does not have an internal control system operating effectively. Also, firms where the largest shareholder frequently changed showed to have an internal control system that did not operate well [15]. Connecting these thoughts, compared to firms where there is no change in the largest shareholder, firms where the largest shareholder frequently changes have a high possibility of committing severe violation due to an ineffective internal control system and increased possibility of the violation being from negligence or deliberation can be forecasted.



This analysis is intended to verify whether the change of the largest shareholder is related to the imposed penalty points when a firm is designated as an unfaithful disclosure firm. A regression model presented as Equation (2) was used for the analysis. The dependent variable of Equation (2) is the number of penalty points imposed from the designation as an unfaithful disclosure firm (Dummy_UD) and is found by adding the imposed penalty points of a firm designated as an unfaithful disclosure firm that year and the substitute penalty points from a firm that substituted penalty points to the disclosure violation fines. P indicates the level of violation of the disclosure regulation by showing if the disclosure level has decreased due to a major violation or an intentional violation. The variable of interest from the equation is the number of changes of the largest shareholder within the recent three years (CH_OWN). As the number of changes of the largest shareholder increases, the more it negatively influences the disclosure system. This raises the possibility of violation on crucial matters and the possibility that the motivation for violation may be negligence or intentional. In this case, high penalty points would be imposed which makes it predicable that the number of changes of the largest shareholder would have a positive (+) value.


      P t  =  α 0  +  β 1  C H _   O W  N t  +  β 2  S A L E  S t  +  β 3  L E  V t  +  β 4  R O  A t  +  β 5  L O S  S t  +  β 6  F O  R t       +  β 7  B L O C  K t  +  β 8  A G  E t  +  β 9  C O N F I R  M t  +  β  10   B I G  4 t  +  β  11   M A R K E  T t       +   ∑     I N D +   ∑     Y R +  ε t      



(2)




where P = imposed penalty points of the designation as an unfaithful disclosure firm; CH_OWN = the number of changes of the largest shareholder in the recent 3 years; SALES= Ln(sales); LEV = debt ratio; ROA = return on assets; LOSS = if reported loss in the current year: 1, if not: 0; FOR = foreign ownership; BLOCK = largest shareholder’s ownership; AGE = period of being a listed firm; CONFIRM = number of subordinate companies; BIG4 = if audited by the Big4 auditors: 1, if not: 0; MARKET = if listed in the KSE market: 1, if not: 0.



The Hypothesis 2 of this study is to test whether if a firm that is designated as an unfaithful disclosure firm later increases its voluntarily disclosure. A regression model shown as Equation (3) was used for the analysis. The dependent variable in Equation (3) indicates whether voluntary disclosure exists (Dummy_D). The Dummy_D is counted as 1 if the firm has made fair disclosure in that year related to (tentative) operating performance, prospect towards operating performance, future business, or management plan. If not, the value is counted as 0. The variable of interest of the equation indicates whether the firm has been designated as an unfaithful disclosure firm (Dummy_UD). If the firm was designated as an unfaithful disclosure firm in the previous year, the value of Dummy_UD is 1, and 0 otherwise. Firms that have been designated as an unfaithful disclosure firm and is known to the market to have low disclosure level would later place effort in improving its disclosure level through voluntary disclosure. Therefore, it is predicted that the variable indicating the existence of designation as an unfaithful disclosure firm would have a positive (+) value.


     D u m m y _  D t  =  α 0    +  β 1  D u m m y    _ UD     t - 1    +  β 2  S A L E  S t  +  β 3  L E  V t  +  β 4  R O  A t  +  β 5  F O  R t       +  β 6  A G  E t  + +  β 7  H O R I Z O  N t  +  β 8  S T  D t  +  β 9  M A R K E  T t  +   ∑     I N D      +   ∑     Y R +  ε t      



(3)




where Dummy_D = if made voluntarily disclosure in the current year: 1, if not: 0; Dummy_UD = if designated as an unfaithful disclosure firm in the current year: 1, if not: 0; SALES = Ln(sales); LEV = debt ratio; ROA = return on assets; FOR = foreign ownership; AGE = ln(period of being a listed firm); HORIZON = period between disclosure of forecasted earnings of the manager and the announcement date of the annual announcement STD = standard variation of monthly excess earnings rate from 6 months prior to the disclosure of earnings; MARKET = if listed in the KSE market: 1, if not: 0.



The dependent variables from Equation (1) to Equation (3) are variables regarding the firm’s disclosure transparency. The dependent variable of Equation (1), Dummy_UD shows the possibility of the firms having a low disclosure level. The dependent variable of Equation (2), P shows the level of violation of the disclosure regulation by showing if the disclosure level has decreased due to a major violation or an intentional violation. The dependent variable of Equation (3), Dummy_D shows the firm’s level of voluntary disclosure and indicates the possibility of improvement in disclosure level through voluntary disclosure. Therefore, control variables that may affect the firm’s disclosure level were added in the model. Control variables used in the equation are similar, however Equations (1) and (2)’s dependent variables are related to the deterioration of disclosure transparency, while Equation (3)’s dependent variable is related to the improvement of disclosure transparency. This leads to the prediction that the control variable’s positive or negative direction would be opposite.



The SALES variable was added to control the effect of firm size on disclosure level. The smaller the size of the firm, the more of a chance that it would have low disclosure level since an effective disclosure system would not have yet been established. If the firm’s size is large, it would be able to create much open information which would bring the information asymmetry between the firm and its external stakeholders relatively low [52]. Therefore, SALES would have negative (−) relations with Equations (1) and (2) while having positive (+) relations with Equation (3). According to the debt contract hypothesis, debt contracts have a high possibility of influencing the firm’s disclosure policy. The higher the debt percentage of the firm, there exists a possibility of the firm not transparently disclosing due to worries in costs from debt contract violation [53]. In considering this, the debt ratio (LEV) was added. Referring to prior literature that firms with positive performances choose transparent disclosure methods, return of assets (ROA) and indication of loss (LOSS) was added in the model to control firms’ profitability [26,54]. Considering that the relationship with external stakeholders would affect disclosure policy, the largest shareholder’s ownership (OWN) and foreign ownership (FOR) were added as control variables. The Big4 auditors use various developed auditing methods, which enhances the control mechanism. Thus, whether or not auditing is received from the Big4 auditors can affect the disclosure level [26,55]. BIG4 is predicted to have negative (−) relations with Equations (1) and (2), while having positive (+) relations with Equation (3). Also, the number of subordinate firms (CONFIRM), whether it is listed in the KSE market (MARKET), and the period of being listed (AGE) was controlled. Industry Dummy (IND) and Year Dummy (YEAR) was added to control the fixed effects of industry and year characteristics.




3.2. Sample Selection


This study targets non-financial firms with December closing accounts that were listed in the KSE and KOSDAQ market from the year 2009 to 2017. The data for the analysis were annual reports, auditory reports, unfaithful disclosure designation announcements, (tentative) operating performance disclosures, disclosures of prospect on operating performance, disclosures on future business, and disclosures of management plans. They were retrieved from Korea Listed Companies Association’s TS2000 database, Financial Supervisory Service’s Data Analysis, Retrieval and Transfer System (DART), and Korea Exchange’s Korea Investor’s Network for Disclosure System (KIND).



Table 1 shows the process of sample selection. The firm-year observations of non-financial firms listed in the KSE and KOSDAQ market during the sampling period from 2009 to 2017 counts to 15,018. Excluding 1785 firm-year observations which show difficulty finding financial data, shareholder related data, and stock price data, the total number of firm-year observations used in the study counted to 13,233. To handle outliers in the samples, continuous variable values within the top and bottom 1% were winsorized, as the value of the top and bottom 1%.



The change of the largest shareholder in a listed firm is a matter that must be disclosed according to the KSE and KOSDAQ market disclosure regulations. Article 7 (major management item) of the KSE market disclosure regulation states that firms must disclose if the largest shareholder has changed. Article 6 (disclosure announcement item) of the KOSDAQ market disclosure regulation specifies that the firm should disclose if the largest shareholder or the CEO has changed. Whether the largest shareholder changed was checked by the disclosure in the Financial Supervisory Service’s DART system following its disclosure regulation.



Data related to the designation of an unfaithful disclosure firm was gathered by the unfaithful disclosure firm announcement provided by the Financial Supervisory Service’s DART system. We checked the relevant disclosure and found whether it was designated as an unfaithful disclosure firm. The imposed penalty points and substituted penalty points which were substituted as disclosure violation fines were also checked. In the case of the KSE market, we verified the amount of disclosure violation fine recorded in the unfaithful disclosure firm announcement item and calculated the substitute penalty points according to the stock market’s detailed disclosure enforcement regulation Article 13, Section 3 (imposing standard of disclosure violation fine, etc.). The sample distribution of unfaithful disclosure firms according to each market is presented in Table 2.



Fair disclosure regulation exists to mitigate information asymmetry among the stakeholders. In November, 2002, the regulation of disclosing the same information to the general investors when previously just certain people received information before the disclosure date or when the disclosure is not mandatory. Contents of fair disclosure include (tentative) operating performance, prospect towards operating performance, fair disclosure of future industry and management plan. Other than that, it is classified as disclosure related to discretionary disclosure items. (Tentative) operating performance disclosure is disclosure on operating performance related to the relevant management report before the report is submitted. Disclosure on the prospect of operating performance includes disclosure of prospects on sales, operating income and loss, continuing income and loss before income taxes, net income and loss, etc. In addition, fair disclosure and discretionary disclosure regarding future business and management plans are classified as fair disclosure information which are items that have not yet past the reporting deadline (stock market disclosure regulation Article 15, Section 1). This study confines the analysis of firms’ voluntary disclosure to (tentative) business performance, prospects of business performance, future business and management plans (Future business and management plans refer to items that heavily influence the firm’s business activities and firm performance. These plans indicating up till the next three years are to be disclosed. Examples presented from disclosure regulations include plans regarding a new industry, market, item, or technology. Plans also include the firm’s core business, corporate structure, change of the current industry, strategical cooperation, etc. Prospects of business performance refer to the disclosure of business performance and prospect within the next three years or disclosures regarding forecasts. They are to be disclosed with evidence of the hypothesis and judgement upon the prospects and forecasts. In cases where business performance is given to a few fair disclosure information providers before submitting the financial statement, (tentative) business performance would refer to information provided with numerical comparisons such as concerning the previous year’s motivations and performances before submitting the financial statement).



Table 3 shows the number of voluntary disclosures and disclosure firms according to each type and year. Panel A shows the number of voluntary disclosures. During the sampling period, voluntary disclosures counted to a total of 16,705 while (tentative) operating performance disclosures counted highest reaching 14,655. Disclosures on prospects toward operating business were 1611, on future business and management plans were 449. Panel B shows the number of firms that gave voluntary disclosure in the relevant year. During the sampling period, 6048 firms gave voluntary disclosure. 4455 firms gave disclosure on (tentative) operating performance, 1279 firms on prospects of operating performance, and 314 firms on future business and management plans.





4. Empirical Results


4.1. Descriptive Statistics


Table 4 shows descriptive statistics of major variables used in the study. Most of the variables used were found to not have a wide gap between the mean and median value. Standard deviation was also small, which shows the distribution was similar to normal distribution. The value indicating whether the firm was designated as an unfaithful disclosure firm (Dummy_UD) was 0.329. This shows that 3.29% of the total sample were designated as unfaithful disclosure firms. Value (P) was derived by placing a natural log on the unfaithful disclosure firm penalty points, and its mean was 0.0448. The mean of the 436 firm-year observations’-imposed penalty points was 3.11 points. The value indicating the existence of voluntary disclosure (Dummy_D) had the mean of 0.3706, which shows 37.06% of the total sample gave voluntary disclosure.



Table 5 shows the results of analyzing the correlations of the major variables used in the study. The dependent variable of Hypothesis 1, Dummy_UD, found to have a significantly positive (+) relation with CH_OWN shows that the more frequent the change of the largest shareholder, the higher the possibility of the firm in being designated as an unfaithful disclosure firm. Dummy_UD found to have significantly positive (+) relations with the control variables LEV, LOSS, and MARKET, while having significantly negative (−) relations with SALES, ROA, FOR, BLOCK, HORIZON, and STD.



Another dependent variable of Hypothesis 1, P, found to have a significantly positive (+) relation with CH_OWN which shows that the more frequent the change of the largest shareholder, the higher the penalty points of the firm in designated as an unfaithful disclosure firm. P found to have significantly positive (+) relations with the control variables LEV, LOSS, and MARKET, while having significantly negative (−) relations with SALES, ROA, FOR, BLOCK, CONFIRM, HORIZON, and STD.



The dependent variable of Hypotheses 2, Dummy_D, showed to have a significantly negative (−) relation with Dummy_UD. Firms that were designated as an unfaithful disclosure firm due to violation with negligence or intention had low voluntary disclosure levels during the relevant year and thus had low overall disclosure levels. Dummy_D found to have significantly positive (+) relations with control variables SALES, ROA, FOR, CONFIRM, BIG4, HORIZON, and STD, while having significantly negative (−) relations with LOSS, BLOCK, AGE, and MARKET.




4.2. Main Results


Panel A in Table 6 shows results of a multivariate analysis in verifying Hypothesis 1 regarding the influence of the number of changes of the largest shareholder on the possibility of being designated as an unfaithful disclosure firm. The rare event logistic regression model was used since the dependent variable was a dummy variable that indicated whether it was designated as an unfaithful disclosure firm (When there are only a small number of cases observed, the estimation becomes lopsided. To solve this problem, we adjusted the cases by sampling the data and using the relogit model through the Zelig model in the R program to operate a preceding process [56]. The log-likelihood value and the pseudo R2, etc., cannot be extracted through the relogit model since it makes lopsided estimations using the sampling method which differs from general logit models’ method of estimating maximum likelihood [57]). In result to the analysis, CH_OWN showed to have a positive (+) coefficient under the 1% significance level supported Hypothesis 1. Unfaithful disclosure means to not faithfully follow the disclosure obligations or to change, or deny the original disclosure. A firm being designated as an unfaithful disclosure firm indicates that the firm’s disclosure transparency has deteriorated. The result showing that the more frequent the changes of the largest shareholder in the recent 3 years, the higher the possibility of the firm in being designated as an unfaithful disclosure firm, can be interpreted that the change of the largest shareholder weakens the corporate governance and negatively influences the disclosure system. This shows a similar result to prior literature which states that a weak corporate governance negatively influenced disclosure transparency [12,35]. Among the control variables, LEV, CONFIRM were found to have significantly positive coefficient values. Conversely, SALES, ROA, BLOCK, BIG4 exhibited significantly negative coefficient values.



Panel B in Table 6 reflects the results of the regression analysis in regard to the effects of the number of changes of the largest shareholder on the unfaithful disclosure penalty points. Results from the analysis showed that CH_OWN had a positive (+) value when below the 1% significance level, which supported Hypothesis 1. Unfaithful disclosure penalty point is an important item in the disclosure violation contents. The increase of penalty points due to long delayed disclosure, or intentional disclosure violation, mean disclosure level has worsened. Among the control variables, LEV was found to have a significantly positive value, while LOSS showed a significantly negative value. This indicates that firms that have a degenerating corporate governance and low profitability tend to receive higher penalty points.



The Hypothesis 2 investigates whether the firm is designated as an unfaithful disclosure firm effects on the future form of voluntary disclosure. The rare event logistic regression model was used since the dependent variable was a dummy variable that indicated whether made voluntarily disclosure in the current year. Results in Table 7 showed that Dummy_UD has a significantly positive coefficient value. This indicates that firms designated as an unfaithful disclosure firm have a greater chance of making voluntary disclosure in the future. This supports Hypothesis 2. It can be interpreted that firms that have been designated as an unfaithful disclosure firm make voluntary disclosure in effort to raise disclosure transparency. In cases where firms repeatedly violate the disclosure system, penalty points increase. For firms with 15 or more accumulated penalty points in the recent year, they are designated as an administrative issue, thus have a reason to improve their disclosure system. Also, the fact that a firm is designated as an unfaithful disclosure firm means that its disclosed information is distorted and the firm’s reliability damaged. Hence, being designated as an unfaithful disclosure firm brings a negative response from the capital market. Therefore, after a firm is designation as an unfaithful disclosure firm, it is possible that it would increase voluntary disclosure in order to raise disclosure transparency. This signifies that the unfaithful disclosure system made by the market to decrease information asymmetry is effective. Among control variables, SALES, ROA, FOR, CONFIRM, HORIZON, STD, and BIG4 were found to have significantly positive values. In opposite, LEV, AGE, MARKET reflected significantly negative values.




4.3. Effect of Unfaithful Disclosure Firm Designation on the Quality of Management Forecasts


Healy and Palepu [50] caution that the extent to which voluntary disclosure mitigates resource misallocation in the capital market depends on the degree of information credibility. Since managers have incentives to make self-serving voluntary disclosures, those disclosures may or may not be credible. Core [58] further reports that managers’ incentives should be carefully considered in evaluating optimal disclosure policies. More recent theories have relaxed the assumption of truthful disclosure and assumed that at least some managers have incentives to provide biased disclosure. For instance, Fischer and Verrecchia [59] demonstrate that managers have incentives to report biased information under conditions of sufficient uncertainty as to their reporting objectives. Hermalin and Weisbach [60] also predict that career concerns such as job security or compensation may induce managers to behave opportunistically by distorting disclosed information if their evaluations depend on them. Bergman and Roychowdhury [61] also provide evidence that managers use guidance to maintain optimistic earnings valuations, especially in times of low investor sentiment. In addition, Shroff et al. [62] find that managers use guidance to inflate stock prices artificially before seasoned equity offerings. Feng et al. [63] further show that firms engaging in accounting manipulations use guidance to delay the detection of such manipulations.



Prior studies also demonstrate that investors have concerns about the credibility of management forecasts. Hutton et al. [64] find that bad news earnings forecasts are always informative, but that good news forecasts are informative only when supplemented by verifiable forward-looking statements that bolster firm credibility. Rogers and Stocken [65] also document a stronger investor response to good news relative to bad news forecasts, consistent with the notion that investors always suspect an upward misrepresentation in guidance [66,67]. As far as the unfaithful disclosure designation system has discipline effects on the designated firms, we expect credible management forecasts to increase sustainability of the information disclosure environment for firms with unfaithful disclosure designation experience.



Dependent variable is the absolute value of the difference between manager’s sales forecast and real sales, divided by end of March total market value. This means, the smaller the value, the higher the accuracy of the forecast. Therefore, we can predict that it would have a negative relationship with Dummy_UD, which shows whether the firm is designated as an unfaithful disclosure firm. Table 8 targets 787 firm-years from those that disclosed management forecasts. It displays whether the accuracy of the management forecast increases for firms that were designated as unfaithful disclosure firm the previous year. According to the results of the analysis, Dummy_UD portrayed a significant negative (−) value, meaning that the disclosed firm did increase their accuracy of management forecast. This result supports Hypothesis 2 that states the unfaithful disclosure designated firm would raise its disclosure level.




4.4. Fixed-Effects Regression


Table 9 and Table 10 are analyzed results of securing the robustness of the study through the Fixed-effect Regression. Table 9 shows the results of implementing the Fixed-effects Regression to verify Hypothesis 1, which investigates how the changes of the largest shareholder effects designation as an unfaithful disclosure firm. According to the results, CH-OWN had a positive (+) value under the significant 1% level, which was similar to the results of Table 6. This also supported Hypothesis 1. The more frequently the largest shareholder changes, disclosure transparency would deteriorate, leading to increased possibility of the firm in being designated as an unfaithful disclosure firm.



Table 10 depicts results of implementing the Fixed-effects Regression to verify Hypothesis 2, which searches how the designation as an unfaithful disclosure firm later effects voluntary disclosure. Results showed that Dummy_UD had a positive (+) value under the significant 5% level, similar to the results of Table 7. This too supports Hypothesis 2. It can be interpreted that unfaithful disclosure designated firms later increase their voluntary disclosure level in order to strengthen disclosure transparency.




4.5. Alternative Proxy for Transparency: Opacity


The alternative measure of transparency is the three-year moving sum of the absolute value of annual discretionary accruals [68]:


  O p a c i t y   I n d e x =  |  D  A  t − 1    |  +  |  D  A  t − 2    |  +  |  D  A  t − 3    |   











Dechow, et al. [69] show that firms generally manipulate reported earnings from one to three years before being detected and that the overstated accruals of the firms typically reverse quickly, with negative discretionary accruals following the prior positive ones in the years immediately following the periods of earnings manipulation. Taken together, these facts motivate a simple, but intuitively appealing, measure of opacity in financial statements.



Table 11 shows the results to verify Hypothesis 1 which investigates how the changes of the largest shareholder affect corporate opacity. According to the results, CH-OWN had a positive (+) value under the significant 1% level which was similar to the results of Table 6. In addition, the designation of unfaithful disclosure is positively associated with the opacity. Overall, the more frequently the largest shareholder changes, transparency measured by opacity would deteriorate, leading to increased possibility of the firm in being designated as an unfaithful disclosure firm.




4.6. Mediation Modeling: Sobel’s Test


Mediation modeling is an analytical tool that can be employed to explain the nature of the relationship among three or more variables [70]. This paper firstly investigates the effects of the change of the largest shareholder on the designation of unfaithful disclosure firms and then examines whether these firms increase voluntary disclosure frequency. Thus, instead of showing this relationship simply, it can be used to show how a variable mediates the relationship between levels of intervention and outcome. Recent studies provide a statistical test for the mediation path known as the Sobel Test. In the structure of this paper, independent variable is the change of the largest shareholder and dependent variable is the frequency of voluntary disclosure. In addition, the mediator would be a dummy variable to check the designation of unfaithful disclosure. The central idea in this model is that the effects of independent variables on dependent variables are mediated by various transformation processes such as mediator as following Figure 2 [70].



Table 12 shows the results for Sobel’s test. The mediation effect of Dummy_UD can be checked from the multiple value of ‘a’ and ‘b’ in above Figure 2. The significance of mediation effect can be verified from the Sobel’s Z statistics, indicating that the Dummy_UD has mediation effect at the 1% significance level. Overall, we can conclude that the changes of the largest shareholder directly affect the voluntary disclosure frequency and it can also influence indirectly to the voluntary disclosure through the mediation effect of Dummy_UD.





5. Conclusions


This study first analyzed effects of the change of the largest shareholder on disclosure transparency of listed firms from 2009 to 2017. We expected that when the largest shareholder changes, there would be a high chance that changes on corporate governance, entrance of new businesses, and staff replacement also occur. This would increase management uncertainty, leading to influence disclosure quality. This study used a variable indicating whether the firm is designated an unfaithful disclosure firm and another variable regarding the imposed penalty points to verify disclosure transparency. Further, we investigated whether firms that were designated as an unfaithful disclosure firm later increased their voluntary disclosure level. The unfaithful disclosure regulation was established to select firms with degenerating disclosure quality and induce them to make improvement. We expected that a firm that is designated as an unfaithful disclosure firm and is known in the market to have a low disclosure level would later place effort in improving its disclosure level. This was analyzed by investigating voluntary disclosures.



The empirical results show that frequent change of the largest shareholders is positively related to the likelihood of being designated as an unfaithful disclosure firm. In addition, the number of changes of the largest shareholder is positively associated with the unfaithful disclosure penalty points, which supports Hypothesis 1. In conclusion, the more frequent the number of changes of the largest shareholder, the higher the possibility of the firm is in being designated as an unfaithful disclosure firm and of those firms in receiving higher penalty points. This is interpreted that the firm’s disclosure quality can decline the more frequent the change of the largest shareholder. Second, results showed from the analysis that firms which were designated as unfaithful disclosure firms documented significant increase in voluntary disclosure level the following year. This indicates that firms designated as an unfaithful disclosure firm have a greater chance of making voluntary disclosure in the future to improve its disclosure quality. This supports Hypothesis 2.



This study adds the incremental contributions to the prior studies in following aspects. First, compared to previous studies that usually focused on the research on the designated year of the unfaithful disclosure firm, this study’s strongest contribution is that it investigates how the designation brings change on the structure of the firm by contrasting the years before and after the designation. This study predicted that if the unfaithful disclosure designation system is operating effectively, it would bring upon a self-regulating effect and influence managers to voluntary disclose. This is because, Beyer et al. [44], in assessing the relative importance of various corporate disclosures on stock return variance, estimate that voluntary disclosure accounts for 66% of the total variance explained by all accounting-based disclosures, compared to 12% from mandatory disclosures such as earnings announcements and SEC filings. Since companies make voluntary disclosure that go beyond minimum disclosure requirements in response to market demand, management forecasts which represent voluntary disclosure could be an effective variable that enables observation of change in the disclosure form by managers who self-reflect after the firm is designated as an unfaithful disclosure firm. If the frequency and accuracy of managerial guidance increases after designation, it would mean that positive change on the manager’s disclosure form occurred through the application of effective regulation. This would be evidence that the firm’s manager is actively signaling the will to increase the corporate sustainability through the form of disclosure.



Second, studies on the largest shareholder have focused on the largest shareholder’s share ratio, and the point in time of any change. However, this study focuses on the frequent change of the largest shareholder that have more than two changes a year. Even though there are also many researches analyzing the effect of corporate governance on disclosure quality, they were mainly concerning the board of directors and the audit committee. Regarding this, the study verified how the largest shareholder’s change is important for disclosure transparency and corporate sustainability by using unfaithful disclosure designation system and expanded the study to the voluntary disclosure level.



Finally, the study can be intriguing to the standard-setters and regulatory bodies that monitor the corporate financial statements. For instance, the supervision of authorities is taking concern by setting the standard for designating the change of the largest shareholder as an investment caution item, or appointing an auditor, etc. This study showed how the change of the largest shareholder negatively influences disclosure transparency and presented empirical evidence exhibiting the supervision of authorities’ concern regarding this phenomenon by using government’s disclosure system. Also, unfaithful disclosure regulation exists to mitigate information asymmetry and to increase transparency of the market by using the self-regulatory effect. This study empirically verified the effectiveness of this regulation in that the firms’ voluntary disclosure level increases after being designated as an unfaithful disclosure firm, which proves the self-regulatory effects of unfaithful disclosure regulation.



Caution should be made in the adoption of the outcome of this study. First, the correlation between corporate governance and unfaithful disclosure regulation may be affected by other types of corporate governance mechanisms besides largest shareholders. Future studies should be conducted to explore with the relevant control variables and the degree to which they have an effect. Secondly, the unique disclosure environments and nature of the South Korea should be considered when interpreting the outcomes of unfaithful disclosure regulation in South Korea. Regulators in other international countries should assess their own disclosure environments when implementing disclosure regulation in order for it to accomplish the anticipated consequence. Furthermore, even if the study includes various robust regressions, there could be probable difficulties about the omitted variables. Researchers cannot completely measure voluntary disclosure quality because fair disclosure regulation is subject to be affected by the managerial discretionary judgement on disclosure level. Nevertheless, this paper still provides insightful understanding to the literature through its investigation of the relation between unfaithful disclosure regulation and voluntary disclosure by comparing them with the behaviors of non-voluntary disclosure firms. Besides, it is vital to reflect the idiosyncratic settings of South Korea, where financial regulatory bodies have recently implemented new plans to improve the disclosure environment. Administrative authorities are now attentive on self-regulatory effect through penalty points, which encourages possible improvement of that information environment.
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Figure 1. Process on designating unfaithful disclosure firms. 
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Figure 2. Mediation Modeling. 
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Table 1. The sample.
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	Initial Observations from 2009 to 2017
	15,018





	Less: Firm-year observations without financial data, shareholder data, or stock price data
	1785



	Final observation
	13,233
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Table 2. Sample Distribution of Unfaithful Disclosure Firms.
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	2009
	2010
	2011
	2012
	2013
	2014
	2015
	2016
	2017
	Total





	KSE
	8
	18
	24
	25
	19
	20
	19
	11
	11
	155



	KOSDAQ
	17
	16
	33
	40
	21
	26
	38
	44
	46
	281



	Total
	25
	34
	57
	65
	40
	46
	57
	55
	57
	436
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Table 3. Sample Distribution of Voluntary Disclosure.
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Panel A: Number of Disclosures Sorted by Voluntary Disclosure Types




	

	
2009

	
2010

	
2011

	
2012

	
2013

	
2014

	
2015

	
2016

	
2017

	
Total




	
(Tentative) Operating performance

	
1608

	
1660

	
1561

	
1500

	
1533

	
1628

	
1680

	
1703

	
1782

	
14,655




	
Prospects of operating performance, etc.

	
203

	
232

	
220

	
220

	
158

	
122

	
125

	
177

	
144

	
1611




	
Future business Management plans

	
122

	
87

	
65

	
34

	
29

	
34

	
43

	
16

	
19

	
449




	
Total

	
1933

	
1979

	
1846

	
1754

	
1720

	
1784

	
1848

	
1896

	
1945

	
16,705




	
Panel B: Number of Firms That Have Made Disclosure Sorted by Voluntary Disclosure Types




	

	
2009

	
2010

	
2011

	
2012

	
2013

	
2014

	
2015

	
2016

	
2017

	
Total




	
(Tentative) Operating performance

	
506

	
533

	
516

	
465

	
438

	
489

	
503

	
495

	
510

	
4455




	
Prospects of operating performance, etc.

	
163

	
184

	
176

	
194

	
136

	
103

	
108

	
100

	
115

	
1279




	
Future business Management plans

	
67

	
58

	
48

	
24

	
23

	
30

	
33

	
14

	
17

	
314




	
Total

	
736

	
775

	
740

	
683

	
597

	
622

	
644

	
609

	
642

	
6048
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Table 4. Descriptive Statistics.
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	Variables
	Mean
	STD
	Q1
	Median
	Q3





	Dummy_UD
	0.0329
	0.1785
	0
	0
	0



	P
	0.0448
	0.2516
	0
	0
	0



	Dummy_D
	0.3706
	0.4830
	0
	0
	1



	CH_OWN
	0.2944
	0.7824
	0
	0
	0



	SALES
	18.6034
	1.6528
	17.5225
	18.4688
	19.4894



	LEV
	0.3924
	0.2055
	0.2247
	0.3883
	0.5431



	ROA
	0.0083
	0.1154
	−0.0070
	0.0273
	0.0637



	LOSS
	0.2704
	0.4442
	0
	0
	1



	FOR
	0.0677
	0.1076
	0.0055
	0.0200
	0.0779



	BLOCK
	0.4002
	0.1662
	0.2743
	0.3945
	0.5164



	AGE
	2.4201
	0.8764
	1.9459
	2.5649
	3.0445



	CONFIRM
	0.9541
	1.0699
	0
	0.6931
	1.6094



	BIG4
	0.4160
	1.4905
	0
	0
	0



	MARKET
	0.1179
	0.0836
	0.0636
	0.0962
	0.1449



	HORIZON
	0.4629
	0.4986
	0
	0
	1



	STD
	0.4170
	0.4931
	0
	0
	1







Notes: Variable definition: Dummy_UD = if designated as an unfaithful disclosure firm in the current year: 1, if not: 0; P = imposed penalty points of the designation as an unfaithful disclosure firm; Dummy_D = if made voluntarily disclosure in the current year: 1, if not: 0; CH_OWN = the number of changes of the largest shareholder in the recent 3 years; SALES = Ln(sales); LEV = debt ratio; ROA = return on assets; LOSS = if reported loss in the current year: 1, if not: 0; FOR = foreign ownership; BLOCK = largest shareholder’s ownership; AGE = Ln(period of being a listed firm); CONFIRM = number of subordinate companies; BIG4 = if audited by the Big4 auditors: 1, if not: 0; MARKET = if listed in the KSE market: 1, if not: 0; HORIZON = period between disclosure of forecasted earnings of the manager and the announcement date of the annual meeting; STD = standard variation of monthly excess earnings rate from 6 months prior to the disclosure of earnings.
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