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Abstract

Purpose — We investigate whether a firm’s engagement in socially responsible activity affects the quality of financial reporting
within the retail industry of Korean market. Recent studies argue that more socially responsible firms tend to show a better
quality of financial reporting.

Research design, data, and methodology — We use a variety of proxy variables related to the use of discretionary accruals
and real activity manipulation to measure the quality of financial reporting. The total of environmental, social and governance
score is used to represent the degree of socially responsible activity in the retail industry. We use regression models to
examine whether more socially responsible firms show a higher quality of financial reporting. The sample of publicly traded
Korea retail firms is analyzed from 2011 to 2016.

Results — Our analysis finds supporting evidence for limited earning management via the use of discretionary accruals. We
find, however, no significant relationship between the degree of social responsibility and the quality of financial reporting
within chaebol affiliates unlike non-chaebol affiliates.

Conclusions — Our results weakly support a better quality of financial reporting for more socially responsible firms. The
results highlight the importance of firm characteristics in deciding the effect of socially responsible activity on corporate

policies.
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1. Introduction

Socially responsible activity of a corporation (CSR) has
become one of major managerial objects recently. Thus, it
has received a wide range of attentions how a firm's CSR
practice is related with various corporate policies. Retail
firms care more significantly about their CSR performances
because these firms face the needs of individual customers
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directly who are very susceptible to the image of brands
and other social agenda of companies.

This work investigates how socially responsible activity is
related to financial reporting quality. For example, Kim, Park,
and Wier (2012) argue that firms conducting business based
on trust have incentives to commit ethical behaviors
including more transparent financial reporting. Socially
responsible firms are more prone to satisfy the ethical
demands of stakeholders by offering more transparent
financial reporting.

This paper tests the validity of this hypothesis by using
the sample of firms within the Korean retail industry. To do
so, we select the sample of retail corporations listed in the
Korean financial market, mostly in the Korean Exchange.
The quality of financial reporting is measured by the use of
discretionary accruals and the use of real activity
manipulations (Roychowdhury, 2006). To capture the degree
of engagement in CSR practices, this paper adopts the total
of environmental, social and governance score (ESG score),
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which is graded by the Korean Corporate Governance
Service. A set of cross-sectional regression models are
adopted to test the above hypothesis.

Recent studies also emphasize that the effect of CSR
activity on corporate policies is not equally applicable for
firms with different characteristics. Specifically, it is widely
known that the CSR performances within the group of family
owned large conglomerates, chaebol affiliates have different
implications on corporate policies such as Yoon, Lee, and
Byun (2018). Thus, we also conduct sub-sample analysis
based on the categorization of chaebol and non-chaebol
affiliates in the Korean retail industry.

The main findings of our examination could be described
as follows. Most of all, we find evidence for supporting a
higher quality of financial reporting for more socially
responsible firms in the Korean retail industry. Specifically,
retail firms with more active CSR engagements are less
likely to manage earnings via the use of discretionary
accruals. Yet, our estimation results show no significant
relationship between the ESG score and the proxy variables
related to real activity management.

This result seems more closely related to the
characteristics  of retail industries. In contrast to
manufacturing firms, retail firms may have rather simple
production procedures, which makes the use of real activity
manipulation including production cost or cash flow
generation more difficult. Hence, retail firms have tendency
to rely on discretionary accruals in their earning
management tool. More socially responsible firms within the
retail industry turn out to be less likely to use discretionary
accruals to manage earnings but these firms may not have
incentives to reduce real activity manipulation, which is
already at a low level.

Our sub-sample analysis provides a set of novel results
as well. More socially responsible firms within chaebol
affiliates do not reduce abnormal discretionary accruals as
well as the level of real activity manipulations. This finding
contrasts the estimation results of firms not belonging to
chaebol affiliates, which indicates a higher quality of financial
reporting at least in terms of using discretionary accruals.

Economic environments of chaebol affiliates appear to be
closely associated with the above findings. Chaebol affiliates
are subject to continuous monitoring from the Korean
Supervisory Service. Chaebol affiliates have limitations in
their debt issuance, cross-guarantee, and intra trading. The
Korean Supervisory Service also requires more strict auditing
for chaebol affiliates as well. In fact, Park, Shin, Kang, and
Kwon (2004) indicated that chaebol affiliates have better
financial transparency compared to non-chaebol affiliates.
Thus socially responsible firms within the chaebol affiliates
may not have strong incentives to additionally enhance the
quality of financial reporting because the overall standard of
financial reporting is already high within chaebol affiliates.

This work contributes to the previous literature in a large
number of aspects. Most of all, we find generally supporting

evidence for the hypothesis predicting a higher quality of
financial reporting quality within the firms actively engaging
in CSR practices. This hypothesis is partly supported by the
case of using discretionary accruals in the Korean retail
industry. The evidence from real activity, at least, does not
argue against the hypothesis.

Furthermore, our work emphasizes the importance of
industry characteristics or firm characteristics in shaping the
effect of CSR performances on corporate policies. The
characteristic of retail industry in the use of real activity
manipulation appears to be closely associated with the weak
evidence for a higher quality of financial reporting within
socially responsible firms. Furthermore, severe supervision
from the Korea Supervisory Service appear to drive
statistically insignificant relationship between CSR practice
and the quality of financial reporting. Such a heterogenous
effect of CSR practice is consistent with recent studies such
as Yoon et al. (2018) and Yoon and Lee (2019).

The organization of this paper is as follows. Section 2
reviews extant literature. Section 3 summarizes the sample
and our empirical strategy. Section 4 provides the main
empirical estimation results. Section 15 concludes.

2. Literature Review

2.1. Related Literature

Extant studies concerned about CSR performance have
mainly focused on relation between CSR and corporate
performance. Many studies have recently analyzed the effect
of firm’s CSR practices on the quality of financial earnings
management. Specifically, Aguilera, Rupp, Williams, and
Ganapathi (2007) argue that managers with strong CSR
commitments firm do not have incentives to manipulate
earnings. Kim et al. (2012) provide evidence that CSR
practices are negatively associated with firm's earnings
management. Their study finds an enhanced transparency of
financial reporting within more socially responsible firms in
the U.S. financial market. Similarly, Kim and Venkatachalam
(2011) find that the financial reporting quality of firms within
‘sin’-industry that engaged in tobacco, gambling, and alcohol
industries is superior compared to various control groups.

However, some studies also argue a poor quality of
financial reporting for more socially responsible firms. This
prediction relies on the argument that CEOs implement CSR
practices for their self-serving purpose to advance their
careers and reputation (McWiliams &  Siegel, 2000).
Specifically, a CEO engages in CSR practice more actively
to cover up their unethical practices including earnings
management.(Hemingway & Maclagan, 2004).

In Korean market, the relationship between CSR
performances and earnings management has been recently
discussed. Choi and Moon (2013) argue that firms under the
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assesment of Korea Economic Justice Institute (KEJI) are
less likely to engage in earning management and hence
have a better quality of financial reporting compared to the
other group of firms. Chun and Cho (2017) find that a firm’s
implementation  differentiation  strategy is  negatively
associated with real activities manipulation and great CSR
performances strengthen the negative relation between
differentiation strategy and real activity manipulation.

This study is closely associated with a branch of literature
emphasizing the firm/industry level heterogeneity in deciding
the relationship between CSR and corporate policies.
Moreover, Lin, Chang, and Dang (2015) argue that each
individual firm confronts heterogenous CSR requirements in
accordance with the characteristics of firms. Miralles-Quirds,
Miralles-Quirés, and Valente Gongalves (2018) empirically
show that the valuation effect of CSR performance is
significantly more substantial for environmentally sensitive
industries.

In Korea, such an emphasis on firm characteristics is
tightly associated with the literature related to the corporate
policies of chaebol affiliates. For instance, Yoon et al. (2018)
argue that the valuation effect of CSR performance differ
across the categorization of chaebol and non-chaebol
affiliates. This categorization is in line with the result of
Yoon and Lee (2019) as well. Park et al. (2004) show that
the transparency of financial reporting is higher for chaebol
affiliates probably because of their continuous monitoring
from the Korea Supervisory Service.

2.2 Hypothesis Development

As highlighted in Kim et al. (2012), if managers are
ethical and engaged in CSR practices based on moral
imperative, these managers are more likely to constrain
earnings management, which results a more transparent
financial reporting. Accordingly, more socially responsible
firms are less apt to participate in earning management.

H1: More socially responsible retail firms show a higher
quality of financial reporting.

However, as emphasized in Park et al. (2004), the
sample of chaebol affiliates already has a higher quality of
financial reporting due to the strict supervision from the
Korean Supervisory Service. In particular, firms belonging to
chaebol affiliates have restrictions in their debt issuance,
cross-guarantee, and intra trading; they are also required a
higher standard of financial reporting. Thus socially
responsible firms within the chaebol affiliates may not have
strong incentives to improve the quality of financial reporting
because the overall standard of financial reporting is already
higher within chaebol affiliates.

H2: More socially responsible retail firms within chaebol
affiliates may not show a higher quality of financial

reporting in the retail industry.

We test these two hypotheses in the sample of Korean
retail industry.

3. Sample Descriptions and Empirical Methods

3.1. Data and Empirical Models

We use two different sources of datasets to test a higher
quality of financial information for socially responsible firms.
The first source of data is associated with a firm’s financial
information to measure the quality of financial reporting from
the perspective of earning managements. By following Kim
et al. (2012), the annual cross-sectional industry regression
model is to estimate a firm i's discretionary accruals, which
calculates the abnormal discretionary accruals as the
residual of the following equation:

DA = ay+ 0, (AREV— AREC) + ay(PPE) + ay IBIX) +

where DA represents discretionary accruals; REV represents
revenue; REC represents receivables; PPE represents fixed
capital; and IBIX represents income before extraordinary
items. All variables are normalized by the value of lagged
book assets.

Abnormal level of real activity manipulation variables are
also constructed from the method of Kim et al. (2012) by
obtaining the residuals from the following regression:

Yi/A, | =ay+a(1/A,_ ) +a,(S/A4, ) +a3(A5t/At71)+e

where the set of Y variables includes operating cash flow,
cost of goods sold, changes in inventory and discretionary
expenses. The S variable indicates a firm's sales. All
variables are normalized by the lagged book value of asset.

The second source of data is used to proxy the degree
of CSR practice in the retail industry. A firm’s CSR
performances in terms of environmental, social and
governance practices are evaluated by the Korean Corporate
Governance Service, mostly for the firms listed in the
Korean Exchange. We select the total score of
environmental, social and governance practices to represent
a firm’s overall level of engagements in CSR practices.

To be precise, the environmental performance assess the
managerial activities related to green marketing, pollutants
from production, and sales of environmentally friendly goods.
The social score measures a corporation’s attitude and
investment toward business ethics and sustainable growth. A
firm's governance structure is related to well-functioning
board structures, the quality of auditing, shareholder
protections and so on. We combine these three scores to
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measure the overall effectiveness of CSR performance within
a corporation.

We adopt the following empirical models to test our
hypothesis. The following equation illustrates our empirical
models:

Quality = o+ BESG++ (control) +¢

where the Quality variable represents the quality of
financial reporting. ESG here indicates the score of ESG,
which is defined as the total of environmental, social and
governance scores. The quality variable includes the
absolute value of abnormal discretionary accruals (AB_DA)
and the positive (P_DA) and negative values of abnormal
discretionary accruals (N_DA). Kim et al. (2012) predict a
significantly negative B on the ESG score for a higher
quality of financial reporting with absolute and positive
abnormal discretionary accruals and a significantly positive
with negative abnormal discretionary accruals.

The quality variable also contains the proxy variables for
real activity manipulations. Real activity manipulation
variables are the level of abnormal operating cash flows,
A _CFO, the level of abnormal production costs, A_PROD,
and the level of abnormal discretionary expenses, A _EXP.
The production cost refers to direct production cost (cost of
goods sold) and inventory stock changes. The discretionary
expenses indicate the total of advertising expenses, R&D
expenses, and other indirect costs. C_RAM indicates its
combination which is defined as A_CFO-A_PROD+A_EXP.
Kim et al. (2012) expect positive coefficients on the ESG
score for the case of abnormal operating cash flow, and the
case of abnormal discretionary expenses and a negative
coefficient for the case of abnormal production costs.

We use the following control variables for our empirical
examinations. A firm’s SIZE is the natural logarithm of a
corporation’s book value of assets. The market equity to
book equity ratio is the ratio between the market value of a
corporation’s equity and its book value of equity. ROA is
measured by operating cashflow, scaled by the lagged book
value of assets after industry adjustments. BIG indicates that
a firm-year observation is audited by major auditing
companies. Leverage, LEV is the debt to total asset ratios.
RD represents a corporation’s R&D intensity, where the
measure is represented by R&D expenditure divided by
current sales. ADV represents the advertising intensity for
the two digit industry codes. AGE is firm age variable, which
is natural logarithm of firm age.

The sample of Korean retail firms mostly listed in the
Korea Exchange is analyzed because the evaluation of CSR
performance is restricted to these firms. The sample period
covers from 2011 to 2016. All firm-level variables are
winsorized at 1% level to mitigate outlier problems in our
empirical examinations. For the estimation of these model,
we use the method of cross-section regression models by
adopting the ordinary least square method.

3.2. Descriptive Statistics

Table 1: Descriptive Statistics.

STATS Mean SD p25 p50 p75
ESG 3.01 1.26 2.18 2.73 3.54
AB_DA 3.77 418 1.19 2.32 4.88
P_DA 3.68 4.08 1.1 1.73 4.71
N_DA -3.88 4.46 -4.88 -2.61 -1.40
A _CFO -0.15 4.65 -3.27 -0.73 2.04
A_PROD 1.19 11.64 -2.41 224 7.79
A_EXP -0.55 3.15 -2.19 -1.34 0.40

C_RAM -1.46 17.64 -11.36 -3.97 4.78
SIZE 20.56 2.14 19.54 20.30 2228

MB 1.01 0.75 0.55 0.82 1.20
ROA 0.03 0.09 0.02 0.04 0.07
BIG 0.71 0.46 0.00 1.00 1.00
LEV 0.39 0.16 0.24 0.40 0.50
EO 0.05 0.22 0.00 0.00 0.00
RD 0.03 0.10 0.00 0.00 0.00
ADV 0.15 0.01 0.15 0.15 0.16
AGE 3.30 0.65 277 3.56 3.78

Table 1 presents the summary statistics for the variables
used in our empirical models. The ESG score and the proxy
variables related to the quality of financial reporting are our
main variables of interests. The table further contains
summary statistics for the set of firm control variables used
in our empirical models. Table 1 documents the mean of
each variable with its standard deviation. It also contains the
first quartile, the second quartile and the third quartile for
each variable.

Table 1 documents significant variations in the proxy
variables for the transparency of financial reporting. For
instance, the mean of absolute value of abnormal
discretionary accruals is 3.77 but its standard deviation is
quite large at 4.18. Such significant variations are also
observed even when we split the sample with positive and
negative abnormal discretionary accruals. The proxy
variables related to real activity manipulations also provide
large variations as well. Such a large variation helps us
examining the relationship between the ESG score and the
quality of financial reporting.

Table 1 also implies that almost all of the control
variables related to firm characteristics have right skewed
distributions. The average value of these control variables
are generally larger than the corresponding median values. If
we exclude the binary variables of indicating the auditing
company and equity offerings, only one exception is the
logarithm of firm age variables. This implies a large
proportion of relatively young firms in the retail industry,
which consistent to the survivorship patterns of a company.
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No. Vars. 1 2 3 4 5 6 7

1 ESG 1.00

2 AB_DA -0.36 1.00

3 A CFO -0.22 0.16 1.00

4 A _PROD 0.12 -0.05 -0.40 1.00

5 A_EXP -0.12 0.04 0.03 -0.76 1.00

6 SIZE 0.72 -0.15 -0.30 0.10 -0.05 1.00

7 MB -0.15 0.04 0.01 -0.22 0.20 -0.04 1.00

8 ROA 0.20 0.07 0.26 -0.29 0.11 0.43 -0.23

9 BIG 0.31 0.02 -0.23 0.48 -0.44 0.48 -0.17
10 LEV -0.27 -0.08 -0.12 -0.02 0.12 -0.40 0.50
11 EO 0.51 -0.07 0.10 -0.08 -0.04 0.63 0.05
12 RD -0.28 -0.01 -0.08 0.09 0.06 -0.40 -0.03
13 ADV 0.06 -0.04 0.03 -0.08 0.01 -0.08 -0.27
14 AGE -0.04 0.11 -0.16 0.30 -0.19 -0.18 -0.05
No. Vars. 8 9 10 11 12 13 14

1 ESG

2 AB_DA

3 A_CFO

4 A_PROD

5 A_EXP

6 SIZE

7 MB

8 ROA 1.00

9 BIG 0.02 1.00

10 LEV -0.60 -0.35 1.00

11 EO 0.50 0.35 -0.35 1.00
12 RD -0.53 -0.12 0.20 -0.27 1.00
13 ADV 0.11 -0.03 -0.06 -0.02 0.13 1.00
14 AGE -0.23 0.08 0.09 -0.06 0.08 -0.02 1.00

Table 2 provides correlation coefficients among

manipulation variables are inconsistent with the prediction of

variables used in our examinations. The set of variables
encompasses the ESG score, proxy variables related to the
transparency of financial reporting, and other control
variables in the empirical model. The table excludes
correlations related to positive and negative abnormal
discretionary  accruals and combined real  activity
manipulation because these values are calculated from the
construction of other variables of interests.

Table 2 presents a wide range of interesting findings.
Most importantly, the ESG score shows negative relationship
with absolute value of abnormal discretionary accruals, which
implies a higher quality of financial reporting. In contrast, the
correlation coefficients of ESG scores with real activity

Kim et al. (2012). For example, the ESG score has a
negative correlation with the abnormal operating cash flow
and positive correlations with the abnormal production costs,
both of which are not in line with the hypothesis of Kim et
al. (2012). Finally, we also observe relatively weak
correlations  between the proxy variables related to
discretionary accruals and real activity manipulations. Such
weak correlations are also in line with the contrasting
correlation patterns between the quality of financial reporting
and the ESG score, as documented above.
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4. Empirical Results

4.1 Entire Sample
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Table 3: CSR and Discretionary Accruals.

Absolute Value: | Positive Value: | Negative Value:
Discretionary Discretionary Discretionary

Accruals Accruals Accruals
ESG -1.793** 0.122 3.831*
(0.584) (0.756) (1.040)

SIZE 0.232 -0.798 -0.724
(0.402) (0.580) (0.574)

MB 0.321 3.824* 1.570
(0.769) (1.460) (1.114)

ROA 0.00768 2214 19.43
(9.807) (13.64) (15.29)

LEV 1.410 2.839 1.633
(3.784) (5.249) (5.469)

EO -3.193 -6.011 1.718
(3.267) (3.962) (5.745)

BIG 0.364 -3.250 -4.091
(1.489) (2.099) (2.584)

RD -3.303 -7.263 9.997
(5.928) (18.43) (7.511)

ADV 14.10 -50.90 44.41
(67.59) (94.51) (108.2)

AGE 0.832 0.540 -1.030
(0.722) (0.735) (1.810)

Intercept -1.410 23.11 -3.518
(13.59) (17.46) (24.33)

N 83 41 42
adj. R-sq 0.206 0.443 0.354

Table 3 documents our estimation results for the entire
firm-year observations in the Korean distribution industry.
The table tests H1 from the perspective of the use of
discretionary accruals as earning management tool. The use
of discretionary accruals are divided into three subcategories:
the absolute value of abnormal discretionary accruals, the
positive abnormal discretionary accrual case, and the
negative abnormal discretionary accrual case. The total of
environmental, social and governance score, the ESG score
is employed as the benchmark CSR measure. A higher
quality of financial reporting implies negative coefficients on
the absolute and positive values of abnormal discretionary
accruals and positive coefficients on the negative value of
abnormal discretionary accruals. The set of control variables
that are depicted in the empirical model is included as well.
The table reports the estimated coefficients with their

corresponding standard errors  from the model. For all
following tables. the symbols of *, **, and *** captures the
level of statistical significance at 10%, 5% and 1%,
respectively.

Table 3 reports a negatively significant relationship
between CSR performance and the absolute value of
abnormal discretionary accruals, which supports a higher
quality of financial reporting for socially responsible firms.
Specifically, the estimated coefficient on the ESG score is
significantly negative at —1.793. Such a negative coefficient
implies a more transparent financial reporting in socially
responsible firms.

The next two columns indicate that CEOs in the retail
industry constrain to manage earnings significantly if they
need to use discretionary accruals negatively. The ESG
score shows significantly positive correlation with the
dependent variable, when we consider the negative
abnormal discretionary accrual case. Such a significantly
positive  coefficient implies more transparent financial
information for socially responsible firms. The coefficient on
the main proxy variable (ESG score) is not significant
relationship in case of the positive discretionary accrual
case.

The results of Table 3 generally support our hypothesis
H1 predicting a higher quality of financial reporting for
socially responsible firms via the traditional way of earning
management. The use of discretionary accruals for earning
management is generally considered as a traditional and
easier way in earning management. This finding is also
consistent with the U.S evidence of Kim et al. (2012) as well.

Note that the set of control variables have limited power
to explain the wuse of discretionary accruals in our
examination. For instance, except the market to book ratio,
the coefficients on these firm characteristic variables are
statistically insignificant. Such insignificant results rather
highlight the importance of the ESG score in shaping the
use of discretionary accruals.

Table 4 provides our estimation results for the entire
sample of Korean distribution corporations with a different
measure of financial reporting quality. The table considers
the proxy variables for real activity manipulation as the
dependent variables. The abnormal cashflow, abnormal
production costs, abnormal discretionary expense, and their
combinations are examined separately for each column. The
total of environmental, social and governance score, the
ESG score is employed as the performance measure of
CSR practices. A better quality of financial reporting implies
significantly positive coefficients on the ESG score all the
empirical models, except the case of abnormal production
costs; a higher quality of financial information implies a
negative coefficient on the ESG score. and positive
coefficients on the negative value of abnormal discretionary
accruals. The set of control variables of Table 3 is included
as well. Table 4 contains the estimated coefficients from the
cross-sectional model and their standard errors.
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Table 4: CSR and Real Activity Manipulations.

AB-Cashfiow AB-PCr%dsttjcﬁon Discr;!Alt?i';nary Coglmed
Expense

ESG 0.293 0.250 -0.344 -0.400
(0.568) (1.380) (0.417) (2.028)

SIZE -1.746** 0.620 0.420 -1.919
(0.392) (0.951) (0.288) (1.398)

MB 0.517 -3.830** 0.611 5.471*
(0.748) (1.819) (0.550) (2.673)
ROA 11.09 -26.23 4.037 47.62
(9.542) (23.19) (7.012) (34.08)

LEV -1.621 33.05*** -9.607*** -47.63***
(3.682) (8.946) (2.706) (13.15)

EO -4.135 6.048 -0.0337 -10.73
(3.179) (7.725) (2.336) (11.35)
BIG 3.661** -3.821 -0.0396 7.867
(1.449) (3.520) (1.065) (5.173)

RD -5.382 2.727 4.584 -1.131
(5.768) (14.01) (4.239) (20.60)
ADV -21.00 -168.5 14.35 145.1
(65.76) (159.8) (48.33) (234.9)

AGE -1.427* 3.725% -0.406 -6.047**
(0.702) (1.707) (0.516) (2.508)
Intercept 40.27** -4.442 -6.144 43.14
(13.22) (32.13) (9.719) (47.23)

N 83 83 83 83
adj. R-sq 0.392 0.427 0.283 0.461
Table 4 shows statistically insignificant relationship

between our measure of CSR performances and the proxy
variables for real activity manipulations. For all cases of
abnormal cashflow, abnormal production costs, and abnormal
discretionary expenses, the estimation does not find any
significant relationships. Accordingly, the combined measure
of real activity manipulation does not have a significant
relationship with the ESG score, either.

The results of Table 4 do not support our hypothesis H1
predicting a higher quality of financial reporting for socially
responsible firms in terms of real activity manipulation.
These results are also in line with the pairwise correlation
coefficient reported in Table 2; the signs of correlation
coefficients are all inconsistent with the prediction of Kim et
al. (2012).

The contrasting results in between Table 3 and Table 4
are tightly related to the characteristics of retail firms. In
contrast to ordinary manufacturing firms, retail firms tend to
focus on the distribution of products, which makes the use
of real activity manipulation by using production cost or cash
flow generation difficult. Retail firms may have tendency to
rely on the traditional way of earning management, the use
of discretionary accruals. Thus, more socially responsible
firms within the retail industry may focus on the use of

discretionary accruals rather than real activity manipulation,
which increases the transparency of financial reporting only
in terms of discretionary accruals.

4.2. Subsample Analysis: Chaebol and Non-Chaebol
Affiliates

Now, we conduct a subsample analysis based on the
categorization of chaebol and non-chaebol affiliates. As
highlighted in recent studies such as Yoon et al. (2018),
firm level heterogeneity affects the effectiveness of CSR
performance on various corporate policies.

Table 5: CSR and Discretionary Accruals: Chaebol Affiliates.

Absolute Value: | Positive Value: | Negative Value:
Discretionary Discretionary Discretionary
Accruals Accruals Accruals
ESG -0.0758 -0.764 0.728
(0.469) (0.782) (1.016)
SIZE -0.571 -0.292 0.924
(0.418) (0.632) (0.700)
MB 3.527*** 0.475 -3.780**
(1.140) (2.442) (1.529)
ROA 28.57** 41.11** -11.61
(11.86) (16.48) (24.13)
LEV 9.348** 12.72* -2.037
(4.045) (5.618) (7.492)
EO - - -
BIG - - -
RD 110.8 91.18 -265.6
(115.2) (159.0) (230.9)
ADV -69.13 97.92 132.1
(55.77) (118.3) (80.27)
AGE 0.685 0.121 -1.634
(0.518) (0.698) (2.170)
Intercept 14.48 -11.28 -33.80
(11.45) (20.83) (21.29)
N 52 27 25
adj. R-sq 0.400 0.486 0.523

Table 5 presents the examination results from our
empirical model when we use the subsamples of chaebol
affiliates. Table 5 examines the use of discretionary accruals
as a measure for financial reporting quality. Similar to Table
3, Table 5 separately examines the absolute abnormal
discretionary  accruals, positive abnormal  discretionary
accruals, and negative abnormal discretionary accruals
cases. The ESG score is also used to capture the degree
of engagements in socially responsible activities. The set of
control variables are identical to those of Table 3. The table
shows the estimated coefficients, the standard errors, the



40 Sang-Su KIM, Jeong-Hwan LEE / Journal of Distribution Science 17-6 (2019) 33-42

total number of observations and the estimated R-square
value. The estimation results for EO and BIG variables are
missed because chaebol affiliates did not conduct equity
offerings and were audited by major auditing companies
during the sample periods.

Table 5 clearly indicates that the retail firms within
chaebol affiliates do not increase the transparency of
financial reporting even in the use of discretionary accruals.
For all three cases of abnormal discretionary accrual values,
the coefficients on the ESG scores are not statistically
significantly. The estimated values for the absolute and
negative abnormal discretionary accrual cases are quite
smaller than the corresponding values from the entire
sample regressions documented in Table 3.

Table 6: CSR and Real Activity Manipulations: Chaebol Affiliates.

coefficients, corresponding standard errors, the number of
observations and the adjusted R-square as well. The
estimation results for EO and BIG variables are omitted
because chaebol affiliates did not conduct equity offerings
and were audited by major auditing companies during the
sample periods.

Table 6 shows no significant relationship between a firm’'s
CSR performances and real activity managements within
chaebol affiliates. All of the coefficients on the ESG score
are not statistically significant in line with the entire sample
examination reported in Table 4. Such insignificant
relationships are consistent with our hypothesis, H2, which
predicts limited quality improvement of financial reporting for
more socially responsible firms within chaebol affiliates.

As highlighted in Yoon et al. (2018), this finding is closely
associated with economic environments of chaebol affiliates.

AB-Cashflow|AB-Production AB-Discretionary  Combined Chaebol affiliates are under continuous monitoring from the
Cost Expense RAM Korean Supervisory Service. For instance, firms belonging to
ESG 0.240 2.203 -0.288 -2.139 chaebol affiliates have restrictions in their debt issuance,
(0.656) (1.764) (0.544) (2.523) cross-guarantee, and intra trading. A better quality of
SIZE -1.622%** -1.668 0.509 0.572 financial reporting is required as well and a number of
(0.584) (1.572) (0.485) (2.249) empirical studies verify a more transparent financial reporting
MB 0.954 1.329 0.883 0.0368 within chaebol affiliates. Because these firms already have a
(1.593) (4.285) (1.322) (6.130) great q'ua'llty of flnanC|aI. reporting, more socially rgspon§|ble
ROA 312" 54 4 35 95+ 2ad 6 f|rms.W|th|n chae.bol afﬁlllates. may no? have strpng incentives
to raise the quality of financial reporting even in the case of
(16.57) (44.57) (13.74) (63.75) using discretionary accruals.
LEV 3.499 2.271 -2.674 -1.126
(5.652) (15.21) (4.690) (21.75) Table 7: CSR and Discretionary Accruals: Non-Chaebol Affiliates
EO - - - - Absolute Value: | Positive Value: | Negative Value:
Discretionary Discretionary Discretionary
BIG i} N : N Accruals Accruals Accruals
ESG -7.520%* -0.906 10.04**
(1.770) (4.306) (2.135)
RD -110.3 931.4* -117.3 -1,192* SIZE 0.436 -0.572 1.277
(161.0) (433.1) (133.6) (619.5) (0.911) (6.373) (0.941)
ADV 19.53 -146.9 -54.90 60.22 MB -2.650* 5.515 3.803**
(77.92) (209.6) (64.65) (299.9) (1.402) (18.84) (1.218)
AGE | -1.444* 2.854 -0.200 4.751* ROA (31%83‘; )* (Zg-gg) 7(1:‘3’1)
(0.724) (1.949) (0.601) (2.788) LEV 3200 1532 6.689
Intercept| 33.71** 47.12 -3.451 -11.42 (7.366) (49.26) (8.058)
(15.99) (43.03) (13.27) (61.55) EO 7841 8.811 9.659
N 52 52 52 52 (4.558) (9.190) (6.242)
adj. R-sq  0.562 0.559 0.388 0.614 BIG 6.744* -10.06**
(3.009) (3.768)
Table 6 further shows thee examination results from our RD -25.19* 13.95 34.20**
empirical model when we use the subsamples of chaebol (9.103) (114.4) (10.41)
affiliates with regard to the real activity manipulations. The ADV -35.39 -129.0 -45.26
table considers the 4 proxy variables for real activity (182.6) (866.9) (205.2)
manipulation as the dependent variables including the AGE -0.240 -2.734 2.708
abnormal cashflow, abnormal production costs, abnormal (2.200) (5.134) (3.153)
discretionary expense and their combinations. The ESG Intercept 22.79 49.00 -9.510
score is still used as the proxy variable for a firm's CSR (35.24) (225.9) (35.59)
performances. The set of control variables remain the same N 30 13 17
as those of previous tables. The table includes the adj. R-sq 0.554 0.692 0.880
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Tables 7 and 8 provide the estimation results from our
empirical model when we employ the subsamples of
non-chaebol affiliates. Tables 7 and 8 examine the use of
discretionary accruals and the use of real activity
manipulation to measure finanical reporting quality. The uses
of dependant variables in Tables 7 and 8 are in line with
those of Tables 5 and 6. The ESG score is still used to
capture the degree of engagements in socially responsible
activities. The table reports the estimated coefficients and
their standard errors.

Table 7 documents a negatively significant relationship
between CSR practices and the absolute value of abnormal
discretionary accruals, implying more transparent financial
information for socially responsible firms. The estimated
coefficient on the ESG score is negatively significant at —
7.520. In line with the result of entire sample, the ESG
score shows significantly positive relationship with the
negative abnormal discretionary accruals. This finding
suggests that the results of entire sample are mainly driven
by the sample of non-chaebol affiliates within the Korean
retail industry.

Table 8 CSR and Real Activity Manipulations: Non-Chaebol
Affiliates.

AB-Cashfiow — ng:c"io" DiscreAlt?(-)nary Cog}med
Expense

ESG -1.118 0.567 0.456 -1.423
(1.711) (2.860) (0.923) (4.538)

SIZE -1.499 0.254 1.363*** -0.0746
(0.881) (1.473) (0.475) (2.336)
MB -1.176 -1.189 0.449 0.466
(1.356) (2.266) (0.731) (3.595)

ROA -7.992 24.26 -8.955 -43.49
(15.85) (26.49) (8.549) (42.02)

LEV 3.100 37.59*** -13.31%* -54.81***
(7.122) (11.91) (3.843) (18.89)

EO -4.939 10.81 -0.464 -17.16
(4.408) (7.368) (2.378) (11.69)
BIG 1.753 -2.715 0.325 7417
(2.910) (4.864) (1.570) (7.717)

RD -10.14 12.72 4.809 -18.12
(8.802) (14.71) (4.749) (23.34)

ADV -267.8 106.8 51.28 -337.9
(176.6) (295.2) (95.28) (468.3)

AGE -0.496 6.284* -0.399 -8.704
(2.127) (3.556) (1.148) (5.641)
Intercept 73.65** -52.86 -30.06 100.5
(34.07) (56.96) (18.38) (90.36)

N 30 30 30 30

adj. R-sq 0.297 0.552 0.531 0.497

Table 8 presents statistically insignificant relationship
between the ESG scores and the proxy variables for real
activity manipulations. For all of the cases of abnormal
operating cashflow, abnormal cost of production, and
abnormal discretionary expenses and their combinations, we
are not able to find any statistically significant relationship
between the ESG score and the proxy variables for real
activity manipulation. These findings are consistent to the
results of Tables 4 and 6, and probably capture the
relatively insignificant role of real activity manipulation in the
Korean retail industry.

5. Conclusions

This study investigated how a firm’s CSR performance in
the Korean retail industry is related to the quality of financial
reporting. Specifically, Kim et al. (2012) argue that more
socially responsible firms have strong incentives to improve
the quality of financial reporting because they are committed
to ethical behaviors to stakerholders. This paper tests
whether this hypothesis applies well for the publicly traded
firms in the Korean retail industry.

For this purpose, we measure transparency of financial
reporting in terms of the use of abnormal discretionary
accruals and real activity manipulations. The effectiveness of
CSR practice is proxied by the total of environmental, social
and governance scores graded from the Korean Corporate
Governance Services. All other control variables in shaping
the quality of financial information are constructed based on
a firm’s financial statement information provided by FnGuide.
The heterogenous effects of CSR practices on the quality of
financial information are also evaluated in accordance with
the categorization of chaebol and non-chaebol affiliates.

Our estimation results generally implies a more
transparent financial reporting within socially responsible
firms in the Korean retail industry. Retail firms with better
CSR performances are less likely to manipulate earnings via
the variation of discretionary accruals. These firms at least
provide a similar quality of financial information as ordinary
retail firm does in terms of real activity manipulation.
However, our estimation results further confirm that chaebol
affiliates do not tend to provide a greater financial reporting
quality in both terms of discretionary accruals and real
activity manipulation. Such insignificant results are quite
distinctive from the estimation results in non-chaebol
affiliates.

Our findings are closely associated with the characteristics
of retail industries and chaebol affiliates. Retail firms may
have simple production procedures, which restricts the use
of real activity manipulation to manage earnings. Thus more
socially responsible firms within the retail industry only have
substantial incentives to make a higher quality of financial
reporting by controlling the use of abnormal discretionary
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accruals, not by restricting real activity manipulations.
Chaebol affiliates are subject to strict monitoring from the
Korean Supervisory Service, which make them produce high
quality of financial reporting. Thus even socially responsibles
firms may not have incentives to additionally improve the
quality of financial reporting within Chaebol affiliates.

Our work contributes to the extant literature from a
number of perspectives. Most of all, we find generally
supporting evidence for the hypothesis predicting a more
transparent financial reporting in socially responsible firms.
This finding is in line with the U.S. evidence of Kim et al.
(2012) Furthermore, we also emphasize that the
characteristics of retail industry and chaebol affiliates
significantly affects the testing results consistent with recent
studies such as Yoon et al. (2018).

However, our work still does not perfectly resolve the
issue of estimation biases from the adoption of ordinary
least square methods. Furthermore, our sample is limited to
the firms within retail industry and we have not conducted
similar analysis for other industries, while our estimation
results emphasize the importance of industry characteristics
in shaping the effectiveness of CSR performances on

corporate policies. These topics are left for future
researches.
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