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Abstract. As an important way of financial information disclosure, financial
report restatement can help external stakeholders identify corporate risk and pro-
mote managers to improve corporate governance. This paper takes the A-share
main board listed companies in Shanghai and Shenzhen from 2012 to 2020 as
research samples, and uses Logit model to investigate the influence of financial
report restatement on internal control defect repair behavior. The results show that
the probability of internal control defect repair behavior increases significantly
after financial report restatement. In addition, compared with state-owned enter-
prises and enterprises with low risk, non-state-owned enterprises and enterprises
with high risk are more likely to repair internal control defect after financial report
restatement.

Keywords: financial report restatement · internal control defect repair · property
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1 Introduction

The 20th National Congress of the CPC points out that we should speed up the construc-
tion of the capital market with Chinese characteristics, and the effective operation of
capital market cannot do without high quality accounting information. As a “barometer”
of the quality of accounting information, the occurrence of financial report restatement
damages external investors’ trust in enterprise management and financial information,
resulting in a series of negative market reactions [1]. Based on the reputation theory,
enterprises need to take measures to recover the loss of reputation. Existing literature
shows that after the financial report restatement, enterprises may restore the trust of
external investors by changing the management and accounting firm and releasing good
news [1, 2]. In addition, improving governance ability and environment can also enhance
corporate value and investor confidence. Internal control system is an important part of
corporate governance. The sound internal control system can standardize the manage-
ment behavior, reasonably ensure the realization of enterprise business objectives [3],
and influence the judgment of potential investors on the value of the enterprise [4]. Can
enterprises recover reputational damage from financial report restatement by repairing
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internal control detect? Based on the perspective of corporate governance, this paper
empirically tests the characteristics of internal control defect repair behavior after finan-
cial report restatement of enterprises, enriching the relevant research on reputation repair
behavior after financial report restatement.

2 Hypotheses

2.1 Financial Report Restatement and Internal Control Defect Repair

The financial report restatement of enterprises means that the quality of previously
disclosed financial report information is poor [5]. As a negative economic event, it
may lead to the decline of stock prices and the increase of debt financing cost [6]. The
negative reaction in the capital market will force companies to take measures to restore
trust, including apology, compensation, self-punishment and regulation. Among them,
the repair of internal control defect can play a role in standardizing enterprise operation
and management, convey to the outside the signal of management’s efforts in operation,
help to enhance the confidence of external investors, and reduce the risk of stock price
collapse of enterprises [7] and debt financing cost [8]. Therefore, the internal control
defect repair behavior can be regarded as a good signal to improve the level of corporate
governance, recover the company’s reputation, and reduce a series of negative market
reactions caused by financial report restatement. Based on this, the following hypothesis
is proposed:

H1: After financial report restatement, the enterprises will recover its reputation
through the behavior of internal control defect repair.

2.2 Property Right, Financial Report Restatement and Internal Control Defect
Repair

Compared with non-state-owned enterprises, the ownership of state-owned enterprises
is owned by the state, and the “natural absence” of owners will cause defects in corpo-
rate governance of state-owned enterprises and reduce the supervisory role for internal
managers in the actual operation and management process [9]. In addition to profits,
state-owned enterprises have multiple business objectives, and needs to undertake mul-
tiple responsibilities in the economic system of China, so the performance assessment
of management is often multi-faceted [5]. Based on the above two points, compared
with non-state-owned enterprises, senior managers of state-owned enterprises have less
motivation to take measures to recover reputation after financial report restatement due
to insufficient supervision and less influence. Based on this, the following hypothesis is
proposed:

H2: Compared with state-owned enterprises, non-state-owned enterprises are more
active in improving internal control deficiencies to repair reputational damage after
financial report restatement.
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2.3 Corporate Risk, Financial Report Restatement and Internal Control Defect
Repair

The negative market reaction caused by the financial report restatement may vary among
enterprises with different corporate risk [10]. For enterprises with low corporate risk,
they have a strong ability to withstand the negative impact of the market, and such
market reactions caused by the restatement of financial statements will not affect the
normal operation of the enterprises. However, enterprises with higher corporate risk are
more sensitive to changes in the external market, and are prone to fall into financial
difficulties and even bankruptcy once events unfavorable to the enterprises’ operation
occur. Therefore, it is prone for enterprises with higher corporate risk to take measures to
reduce the negative impact after financial report restatement. Based on this, the following
hypothesis is proposed:

H3: Compared with enterprises with lower corporate risk, enterprises with higher
corporate risk are more active in improving internal control deficiencies to repair
reputational damage after financial report restatement.

3 Research Design

3.1 Sample Selection and Data Sources

Since 2012, China has implemented internal control audit and disclosure system for
the A-share main board listed companies in Shanghai and Shenzhen. Therefore, the
listed companies with internal control defect in the A-share main board of Shanghai and
Shenzhen from 2012 to 2020 are selected as research samples. The data used in this paper
are all from CSMAR. In the process of data collation, we exclude the financial industry,
ST listed companies and main data missing samples, finally obtained 6030 observations,
and the continuous variables are winsorized at the 1st and 99th percentiles.

3.2 Variable Definition and Model Construction

FollowingGongYifei [7] and Lin Zhonggao et al. [8], explained variable internal control
defect repair (ICR) is a dummy variable. If internal control defect is disclosed in the
current year and there is no internal control defect in the next year, the value is 1;
otherwise, it is 0.

Financial report restatement (Restate) is a dummy variable with a lag of one year.
With reference to research in related fields, this paper selected enterprise size (Size),
return on total assets (ROA), capital structure (Lev), board size (Board), executive com-
pensation (Salary), equity concentration (Z) and dummyvariables ofYear and Industry as
control variables. All control variables are lagged one year. Primary variables definition
is showed in the Table 1.

According to the research content of this paper, with reference to Zhou Fangzhao
et al. [5] and other studies in related fields, the benchmark regressionmodel is established
as follows:

ICRit = α + βRestatei,t−1 + γControli,t−1t + εi,t (1)
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Table 1. Primary variables definition

Variable Definition

ICR If internal control defects are repaired, the value takes 1; otherwise, it takes 0

Restate If the enterprise restates the financial report this year, the value takes 1; otherwise, it
takes 0

State The value takes 1 for state-owned enterprises and 0 for others

ZScore Altman’s Z-score (1968)

Size The natural logarithm of the firm’s total assets at the end of the year

ROA Net profit divided by average total assets

Lev Total liabilities divided by total assets at year-end

Board Number of board members

Salary The natural logarithm of the top three salaries

Z The ratio of the largest shareholder to the second largest shareholder

Year Annual dummy variable

Industry Industry dummy variable

4 Empirical Analysis

4.1 Descriptive Statistics and Correlation Analysis

Table 2 reports descriptive statistics for the variables. Themean of the explained variable
(ICR) is 0.122, which shows that only 12.2% of the company’s internal control defect
have been repaired in the sample, and the supervision over the rectification of internal
control deficiencies is insufficient inChina. The results of explaining variable and control
variables are basically consistent with previous studies.

This paper takes both the Person correlation coefficient method and Spearman corre-
lation coefficient method to test the correlation. Among them, the correlation coefficients

Table 2. Descriptive statistics for the variables

Variable N Mean P50 Sd Max Min

ICR 6030 0.122 0 0.327 1 0

Restate 6030 0.217 0 0.412 1 0

Size 6030 22.520 22.363 1.416 26.326 19.520

Lev 6030 0.489 0.489 0.210 0.960 0.066

ROA 6030 0.031 0.030 0.064 0.224 -0.274

Board 6030 10.602 10 2.778 19 5

Salary 6030 14.497 14.475 0.685 16.595 12.790

Z 6030 10.762 4.311 16.525 102.077 1.010
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Table 3. Analysis of regression results

(1) (2) (3) (4) (5)

ICR ICR
(State = 1)

ICR
(State = 0)

ICR
(ZScore_D = 1)

ICR
(ZScore_D = 0)

Restate 0.257*** 0.027 0.423*** 0.153 0.346***

(2.650) (0.167) (3.397) (1.047) (2.612)

Controls YES YES YES YES YES

Year YES YES YES YES YES

Ind YES YES YES YES YES

N 6030 3249. 2781 2681 3349

Pseudo R2 0.069 0.090 0.060 0.062 0.086

Note: t statistics in parentheses. * p < 0.1, ** p < 0.05, *** p < 0.01. The note of Table 4 is same.

between ICR and Restate are significantly positively correlated at the 1% level, prelimi-
narily verifying hypothesis one. In addition, the coefficients between other variables are
less than 0.5, and there is no multicollinearity.

4.2 Regression Analysis

Table 3 reports the regression results of the financial report restatement for the repair of
internal control defect. In column (1), the regression coefficient of Restate is significantly
positive at the 1% level, indicating that the enterprises with financial report restatement
will significantly strengthen the behavior of internal control defect repair. Subsequently,
the sample is divided into the state-owned enterprise group and the non-state-owned
enterprise group based on their property right for regression. The results are shown in
columns (2) and (3). The regression coefficient of Restate is not significant in the state-
owned enterprise group, while the regression coefficient of Restate was significantly
positive at the 1% level in the non-state-owned enterprise group. H2 is validated. Finally,
the sample was divided into the low corporate risk group and the high corporate risk
group based on the median of corporate risk (ZScore). The results of columns (4) and
(5) show that the regression coefficient of Restate in the low corporate risk group is not
significant, while the regression coefficient of Restate in the high corporate risk group
is significantly positive at the 1% level. Hypothesis 3 is validated.

4.3 Robustness Test

In order to ensure the reliability of the research results, four methods are used for robust-
ness test. First, by replacing explanatory variables, financial report restatement is defined
as the number of that occurring in the current year (Res). Second, incorporate the enter-
prises’ age (Age) control variable that may be related to the repair of internal control
deficiencies. Thirdly, PSM is used to match the financial report restatement companies
with 1:1 nearest proximity. Fourth, the explanatory variable is lagged by one year. The
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Table 4. Robustness test

(1) (2) (3) (4)

ICR ICR ICR ICR

Restate 0.285*** 0.424***

(2.923) (3.034)

Res 0.175**

(2.313)

L. Restate 0.229**

(1.993)

Age -0.023***

(-3.893)

Control YES YES YES YES

Year YES YES YES YES

Ind YES YES YES YES

N 6030 6030 2390 5236

Pseudo R2 0.069 0.072 0.084 0.055

results of robustness test are shown in columns (1) to (4) of Table 4, and the conclusion
remains valid.

5 Conclusion

This paper empirically analyzes the influence of financial report restatement on internal
control defect repair behavior. The results show that after financial report restatement,
enterprises will repair reputation through internal control defect repair behavior. In the
heterogeneity analysis of property right and corporate risk, it is found that non-state-
owned enterprises and enterpriseswith higher corporate risk aremore active in improving
internal control deficiencies to repair reputational damage after financial report restate-
ment. Based on the above empirical analysis results, this paper suggests that enterprises
can recover the negative impact of the financial report restatement through active inter-
nal control defect repair behavior; State-owned enterprises can actively and normatively
introduce non-state-owned components to improve the corporate governance structure
and the coordination of internal and external supervision, that would standardize the
behavior of the management for reputation repair after financial report restatement;
Enterprises should pay more attention to the financial report restatement, and actively
reduce or eliminate negative impacts caused by the financial report restatement.
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