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THE BACKGROUND OF THIS STUDY

w A listed company with a qualified opinion is scarce in Japan. From 2011 to 2017, only
three companies received qualified opinions, and fifteen companies for adverse
opinions or disclaimers have been delisted from the stock market.

= A lot of companies have received unqualified opinions with no paragraph or
unqualified opinions adding explanatory paragraph. Even though audit reports have given
the green light to many companies, the accounting scandals including but not limited
to Olympus Corporation scandal in 2011 have been uncovered continuously.
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THE PURPOSE OF THIS STUDY

= This study focuses on the financial condition where the firms stumble into
inappropriate accounting.

= To define the inappropriate accounting in this paper, | search for whether the negative
words such as inappropriate accounting or improper accounting are used in the
submission reason part of all the amended reports. Companies are supposed to clarify
the reason for submitting the amended reports of annual securities reports when their
errors or fraudulent financial reporting are unmasked.

= This paper raises the following research questions: under which condition do the
firms stumble into violating GAAP compared to the other firms? What was
the trigger for companies to lead to inadequate accounting? Was the company
affected by the number of subsidiaries in inappropriate accounting?

= This study gives some valuable insights to information users by investigating amended *

reports.

PREVIOUS STUDIES

= Beneish (1999) is regarded as a pioneer. Beneish (1999) develops a Probit model to predict
misstatements by analyzing financial ratio variables. He identifies 74 firms and matches the
control sample on industry and year.

» Dechow et al. (201 1) examines the accounting misstatement extensively and develop a
prediction model on misstatements. They used COMPUSTAT data as it is because one of the
nine firms’ financial data on COMPUSTAT has been updated with restated figures by random
selection investigation.

» Okumura (2014) comprehensively investigates misstatements and identifies the features of
misstatement firms as well as the association with the stock price.

s Song et al. (2016) examines the fraud companies in Japan and develops a prediction model,
following the analysis procedure by Dechow et al. (2011). Song et al. (2016) analyze a model
for predicting accounting fraud, using the original financial data instead of the restated
financial figures. .
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SAMPLE SELECTION & FEATURES OF DATA

* To define the inappropriate accounting in this paper, | search for whether the
negative words such as inappropriate accounting are used in the submission
reason part of all the amended annual securities reports.

= For the amended reports of a yearly securities report in Japan, | retrieved the
data from the EOL database of the Pronexus company.

s | retrieved the consolidated financial data of all the listing companies in the Tokyo
stock exchange from Nikkei QUICK Astra Manager, eliminating financial services
companies.
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Table 2. Distribution of firma restating its financial statements by calendar year

vear Firms Percantaore Cumulative Percentage
2011 § 2424 2424

2012 10 30.30 54.5%

20132 4 1212 66.67

2014 11 33.33 10600

Total 33 1Q0.00

% Less than three companies had submitted the amended reports and restated its
financial statements for improper accounting between 2015-2017.

» The social demands had led the Japan Federation of Bar Associations (JFBA) to declare
the “Guidelines for third-party committees in corporate scandals (EREFHE
BT BE=EBASH A K51 ) in 2010.This kind of social demands led the
companies with scandals to launch the third-party committee for the investigation
and delineate the submission reason in the amended reports more in detail than
ever before. "

FEATURES OF DATA

= This study mainly focuses on the first year of companies with restated financial
numbers under J-GAAP, and a sample of 33 companies was selected.

» Nikkei QUICK Astra Manager database backfills misstated financial numbers retroactively.

« | checked and compared the Nikkei database with the amended reports and found that
some of the financial figures are not fully overwritten retroactively with restated
data of amended reports. | overwrote the old data of four to five companies with restated
ones in this case.

» | define 33 companies as state=| for the experimental group.

* For the control group, | coliect the companies which have never submitted amended
reports for GAAP violations. The control sample is matched on year, industry, and
performance {(ROA) and the asset size, using the propensity score matching method. »
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® CONCLUSIONS AND LIMITATIONS misstatement of inappropriate accounting. According to the Nihon-keizai newspaper
(2020/1/24), Tokyo Shoko Research center announced on the 24th that 70 companies
disclosed improper accounting in 2019. It exceeded 57 companies in 2016 and
became the highest since 2008 when this survey started.
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EMPIRICAL RESULTS (CONT'D)

= By now, this paper has primarily used the restated data for the experimental group.

» lastly, | checked whether this model is capable of predicting inappropriate
accounting by using the original financial data before amended reports.
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Table 9. Coefficient from Probat Model Using the Original Financial data

COne to one marching 2-niearest neighbor marching
meai’ s.e. mean- s.e.

DSRI -0.071 (1.136) 0.672 (1.018)
GMI -1.245 (0957 0845 (0.770)
AQI -0.874 (1.257) -0.288  (0.964)
SGI <0596 (1.173) 0.600 (LOI3)
DEPI 1,193 (1.292) 0.862 (L.1e0)
SGAI 1617 (1.35%) 1.328 (0917
LVGI 2003 (2.108) 1022 (1.572)
TATA -0.5349 0 (2.680) S2.319 (2.280)
Constant 22104 (2.688) -3.951  (2.650)
Observations 66 99
Psendo R 0.0724 0.0851

Note: “** indicates significance a1 the 126 level: ** indicares significance at the 5% level: * indicates significance ot the 10%
level.
» it is impossible to predict inappropriate accounting with these financial indicators of
this model.
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= Under which condition do the firms stumble into violating GAAP compared to the
other firms!

s The results show that the increases in DSRI and the decreases of GMl are
strongly associated with the likelihood of manipulating financial numbers, and these are
the triggers for companies to make inadequate accounting.

= Secondly, | suspect that companies with lots of subsidiaries might have the problem of
internal control, and check whether the number of subsidiaries affected the
misstatement of inappropriate accounting. In the sample period of 2011-2014, however,
there was not sufficient evidence to support the hypothesis.

® Lastly, this model is not capable of predicting inappropriate accounting by using

the original financial data before amended reports.

]

= This study has several limitations. | matched the control group, which has not
submitted the amended reports for improper accounting. However, it cannot deny
the possibility of including GAAP violation companies in the control group
or excluding GAAP violation companies in the experimental group because
they are not yet discovered at the moment.This paper narrows down the
experimental sample into 33 companies in the period of 201 1-2014, but still leaves
the issue of the control group.

» Furthermore, the model in this paper investigates the financial factors only; to
examine the effect of the non-financial factors such as corporate governance needs
further study.
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