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U EREH T RS (ST) ARMHIFHEERENG > AXEETE
ERECNBAEEREEENEN - STARWRFERE - FEHEEEAN
BEORMBFKF - FRAH - (1) HHEBRENBFERZENETREFLH
BIRE (WERZA) &> FFFEARER FHBNLAFLEBRINTERSE
ZEEFG  YEEFEARERR T EEEHFENEEZRS (FHELZRF) - #
BEREEARNERFHELSFHRNNFEZETEFMBLEERMK - 2) RIELZEN
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8 BFRAEFEE - AXRBMIERERS > EFESEMNEENREETR
T EEEEWNAEIRE  IERENELEERMEIRENALHNAREETF
& WEFEMBHEEHEAIRLN  HEARSSISHIELARAUREEENTH
FREAFETHEESR -
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FERBETHUWRFPEBEMRN—NEE (Healy and Wahlen, 1999) - %8
REBNTFHEZXFE-NTHNNEATZEEEMEENE - XTFHEL
MABBREBMEEZERB A » Chen and Yuan (2004) FlHaw ez 2/ (2005)
RUETEREHNE (1996-1998 F) FERAT HABRAIER - W FHIFEBNL
Al X PR CEERU R > FEFHANBEARER FHEEERREEFRE
RANEETE  HEGFMEEEEHARMNETRES - A » fiIEEH > AF
EMEFTHREENEERINE > WEEE 1996-1998 4 (6] 49 B A s B a7 dit
HARYTELEBETEIMNERAENBREEITN ; ¥ Chen and Yuan
(2004) EXRIEEFBGXFEESTE 1996-1998 F R B WHILE -

XL FEHEFE - v LUEEE G ENE ST W E AU Bk R SOt
REBRZ G RAEN—THEKRES - 2000 Fc AR BEE —HEREESH
RAOTHXHERABFEFPIELBERRG » ANEEEREFEXTFE
ERREFLENSE  AMINEARERAERFHINTERNIELE HEF
B BERmELARMEEFN . TERATEEENEERE - 2000 5F6
AR > BEEAEETOE (WHER RS F R AL ) /94 5 il B o
HRRE TREMMTEER - NAIBRFELFEENEF M EFENNIEE -

RAAERY IR 447 (20 Black and Kraakman, 1996; Hay ez al., 1996) IAJ7 »
EEMREEMNHXTHHERZT G - AWML EESRE (brighc-line
regulation) BILT FIZ - NSRRI ESSE (broad/vague standard) ° ZEHE
EETHT - FEREHFAGERAEEFEFOEEES T RIANESRTS
F XYM Z N BREERTREREIIR B R ERIERHME L
G 2N T = TAAHAHR B AR GIEER - Fit - EHEEEERTEN
SMEM TN HEANEE R EAZIE - AT Chen and Yuan (2004) BLK
Haw er 2L.(2005) {EHIEE -

DA EHESRT 5 1998-2003 F i TELWETMSE ST 9 LA A
TERE f5 5 E B IR R RS EFHAE R RIAE - 4 CHIEHE Bon fil e
BREEREREERAHTEMW - AR ERHEATNAENE « YiFBKE
BI B MR A N B A T2 1F & BN IRZRY - B BRI 4 Bl 7 B 1B 8 Al 57
FEEBEINTERFLEWENE ; SEERERBEG TELEEFEMIEE
G BEREABERBEHBLGAFNELEHAEEEREMR - ANEEFHH

3 BSREBASIHL (W0 La Porta er al, 2006) 2 > AHEABEEHITHA (public
enforcement) EMEFTHEBIBRFREMNIERBTRAARITHS (privace
enforcement * TERMARHEEFIRIL) » BEFEESFTHS > B TiEHRE
AR EAEL — BT > TREENTHA AN PEIESFTHREAFIEED
B AMEFETHTHREERREEZWLH thEAEEE « BRit—{u
TRAMIE R ZEE R HAEW -
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AENE > ALH TAAZETHREERE > flELZEHHERBRRENESR
B IS BT AT AR IR L BE AL DA RTEE D P AR OB BT - MR IFTR IR
BT 5k LA > ARIIEIB A A LR EE R T REKBIROAHT 5 HEKL
7 MR A A B AT I E A RIS RIE A F - BH A TAEE - F
CRMEIERENRE > ETFEREOEENMETRET > NEREENEER
B EEMNELSEHANGXFANUENEAETETE > BEHNBHHE
tHEERA - HIELEST S HIFARUREEZENTHHERANEIRI T
EHE > BNALEXEREMTRFENRR W Eik a7 sed TN
fb > LA R AT e 2 4 B 2 e e O Sk -

A &S EHMT - FoMo TS ETRFRHEFARNE ; £=
A AR A AR BURIF - T B AT ET S M BRI AR
HERAMGERRLSEFHELEEMNEER  FARIREHELRBORE
HHREEENELEHRBEEZS  HS0 LLBHI B L AT/E /Y & LR
Bl gixSR ; ELAIRNERE IR -

—-HEEE
(=) STHIESRERIE

1998 % 4 A » EEMEINEHRZ GBI ST HlE » ZHEREFE
IEEBENANM SRS SEMRERE W ETAANRER S K
B — AR RS MRH 7 o ST RIS MBEERANFER - §ERH ST A8REN
CAHERMEERNAGERYIFEERE  RERIEFX SN B IEAAHETH
EHBRENAABELNEREREZEHE -

NTEMSRASESHOSTHRSASRE  BERAMERT THRIHE -
B E 1998 F 4 HE 2001 F 6 A > ANAZE RERFLAARITNKRIE
— AN EENMEREEFARNTE BERGR a TREATERW » AF
EEEER R EEE; E-HBEE2000F 6 ARG > BT EIKEEFEK
TEHEREGRFATREAEZSN  REARBNIFFE20%&NE - H—&
FENSEFEE > HoRBNBRIELEEMNEEEMENEME -

i IEARSERNSUTEEELESH  SREAFRTREEEUREMR 21
M B EERTENREEEROFIHRE '

Mt 2 E - BEEE  ERIFLSAREES -

WMEARBREERRIEL ST FH# -

w0 AR R B EKERIB IR0 5% -

AT REFE - WA ST ®HF “WiE" -
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(=) B STATAHRERBEENHARTRENEZR

EREEEEREMERN—MOLHR - A EERSERIT AR
A S B (C_hen and Yuan, 2004; Haw ez al, 2005) > MEKRATHF—EUE
HEAEEEAR > QISTARRIFERE XTEEEZRIBESEBRAFTNT
ARIBH ER R > NTIERTE MR EITES TER -

B REENRERBITHMRERT M GIENRI - &8 REALE
ZEMSE 5 (Chen and Yuan, 2004) ; MR BEREOSHEETERTMEHE
o BETNBREENEENRMARASTAREE - TUE 2R H
b 3F Mt e hn s B I T

BT RERBRMM SIS EHY RER> I3 (ROE) Bin - X%
WHBRAFEFANMIRTEAEE > B BN T~ - AMEZERANER
B AR F LIS ; TR 5 0E A B0 & I S5 g FliE T s - B it
HANMNMPBECRITNREEFTERREERL

F= > EBREETEEY RSEMS I SGNERER > RSN E
KRERPNAREEEZ IS SRR ZMA (Clinch, 2005) > TiF
T BRI I BRI SR E SR > E AR ERE S B B R E BT HEMMSIANE
THE SR ;

B RERRARINERKEHEATEEN TEIAEEALKT - AERIE
ARNBREENTNFEZHRNTBESETHR  NBREENIHEESR
(hierarchy) FIAWRGZAENS » RA R TERELSERALRERMNERE
HFR (KX ENITHE) » FEERMNEBXFEEEESRNNETHERSE
BEEFEEREMEMEDN (Clinch, 2005) - & FEAR4ET RN AE
RARAHAENRELFZITEREENERANEHNELHEAEHE
(Marquardt and Wiedman, 2004) - FMHEEEE N EA ZIRF| R FERHIELA
MNEREEFE -

(=) EENHRERE

2UEFRAN—FEEURE > RAERAT 25 (LHEHEEEE) &
BURINBREE > MMM BRYETFHITE L AEFHERE - AT
BREHBALFESHER - B TELEHABEMR LEFRAERE
MEZFEMEY . ZTHELARRN > AN TR U ERHBESE S WHEEER
ARA > B ERRTEEEFEAGERNALERN - STARERIRE
AR R ERE L XHZ 1S S AR L E A LR - EEVIMIRE Y X% E

9 I Dechow and Skinner (2000) AYITIE -
0 XTELEFEEREZAIEIRSEI - W& Beaver (1999) AYiHE -
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W — R EURERE I - AN FERATSARIRERA > BEEE
1996-1998%F [A] AU R A s & A7 it TAE P AT dE 2 % I8 B 2RI AR 2 A BUR
HEFNBHI MR 5 (Chen and Yuan, 2004; Haw ez /., 2005)

BR—FE > WL EEENAAEHEIER RN TRZINER BN
Ak 38 A A 7Y FR i1 (Schipper, 1989) s FEBTHAXERER » FEKEER
BERIDZ EERAE - S FEHUF H AR SR & EF FE A T (Allen
et al., 2005) » BRI Y WAL NS A AR B AR EFERAGIERN » BiF
ANFRBRHEER  MEETENWEHERETHFELR » ATEENITHIERER
AT EE55 1t (Black and Kraakman, 1996; Hay et al., 1996) ,

hEEE T 5 ELEEMERIT AR EERNEE > EFE2E
ZEEERENHECRTSEMEEENZITANEENR > BFEE
(1) HIELFTIEREREATRNELEHANBGHNTNFIERGTFELREZ
85 (2) HEHEMERIEREREHEEARARNELEFEREK
i (3) HRREEHENARLAXRNERECHGRTHFEREESR

= - EREESHEHR
(—) HFRIEE

REZEN EHARAERMEAFEEHEAFTNFEMAFIoN - 2
1998 F 4 A 28 HE 2004 6 A30 A" » £F 238 REWH AR LEHEST »
HEEMEXLATBSTEEFNEF2ITIREL3 DN E (A F/EF) >
ZRABENERENE - BRERSHFEITIRELE 2 RUHF 251 Fi
(68.2%) MMEEFX LEAKFEUEIIREHEERES - £F 117 6
(31.8%) WMEER R B4 W16 & A 45 51 A SRR AR - BRI RS
WM& FEEME (NF 2001 EERFHVWN - EHEZEAORIELEHREFEFH
EREE MEREFA-ETHREZEE  ARAEALERSIELHAETEER
XM EITER -

1 1998 F 4 A28 AR TEESFETIZE—BIST AT E » 2004 5 6 A 30 B & 2003
FEREBESRESEEMIAER NS (BAAEH ST MhatE T REETE
ERFEEENEFR)  -BATHEHNERZTNEZRTE RHEERELARE
HIEHEYAEEZE D 1 NMEEMLS > FARERN ST RNAREE
2003 £ - FUEUBERITSUNES 2B O EE -

2 3 F2001 EERMSIHEE  REELARFEENINBRIELEEREFEFIE -

3 HGSgFIMEEESH ; 78PN ERREFN - BEERGHFRTREE
F; AF 20010 EEZEH 14 FWNERET ANINKRELSEERE GG T
H: RE1AMNERAREFEERMAEE  BgEETEERRERLNFIHR
H

= °
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AT ERSTARAMBREESMEURBEME » AXHEBEERREE
BEERBIUBREEGY » BRTEEDZHMMHYTHARM S - T2 #E117
BN R — BRI T 21 BREEREE R TREMESS ST AW -
11 BX AR R B NS BCST MU > LK 14 F15R 85 B % 2 B8 48 & I3 7
TERHMERSE ST WM > REERELEWEEF /DT EMER ST
B 71 GIXLHATIES - & 1 vk T 71 G EENHIEBR -

F1EAR > 7E1999-2004 6] > B FELMETHRM ST /Y 71 A E
F 60 Bl (84.5%) RLIHIEME - 11 Bl (15.5%) RIKIHIG - W& H 3T &= EFIE
MAREE AR TEENFRETER . AHSEETASHYAHBELTEEE
IRUERIE 5 MMAYE— B BERE M EA3E 25 BIF 46 Bl EFHIEBATN
s WA B RIERATFEEEES o

*1 HTEEWMFTHRESEB ST W LTARMNHERHIEREFHRER

THIEER AMME—HE : HMAE e : 1999—
1999-2001 4 20022004 £ 2004
1999 2000 2001 /dit 2002 2003 2004 /™E &t
L] 3 10 8 21 8 14 17 39 60
RIE0E 2 0 2 4 2 4 1 7 11
Ait 5 10 10 25 10 18 18 46 71

Y8 # 60.0% 100.0% 80.0% 84.0% 80.0% 77.8% 94.4% 84.8% 84.5%
# WPEEE = OIEM A TS / Y P EREN AL -

(Z) BENAEBRPTHER

WNET AT » ASCEBAREANN Y EESEHNH FRANT EEHES
W) = BRT AN FFHEE RS G FE S B A I 7 B g RT Ay T R 2
RYE > FRAAIXARNEMELZERFBELE—FTEESE -

B 1o BR At T AL BB — P X 25 {51 B A 0B 00 U R A8 P EX 46 4l
B TR 0B OL I 7E B B TR OB AT RO T SR BT - T R RS E S S R F L,
BT =4 - BRFIERAWRAEARIES : EREFHE (EpS) MEBREL
FWAE (VRD - Ho NRI= BRFABEF - BRELFE + §RE Al
FHE Y - NATHME— (Z) MEERY 25 (46) GIXLM > FFHE ST AR
METELES RE=ZF - FETHRA=ZNHEGMMERE 25 (46) Fl -

WRTELERMENFEEREREMGEUFX » ¥AEDOHSE (—) HHi

e
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B1ExR ERUNE—MEME M EEWFETHRYLTAREGE
ERFEREMVEKIESEMAM : (1) SHRIAZFENEFERETE - &
HRIANT EERTENEZEEHENE > X FL2FHEMNF A RBBSRE
Q) EZEETHOANMEES > B_ETHRERTE-DTREE - WEHRK
INERMWFEZERFE > BEE_FHINTEENTENFEFHERK (L
TREWET R o BRI ERE o BIFRIE AT A T B AR RRES
AZFNBEMNGBEZ S -

1 I AR P AR A XL B9 7 52 L AR B

0.400 -
R e S iimm
e
0.000 T ¥ v T 7 . 1 T 1 1 v T T T T < !
M ‘\Q
-0.200 -
-0.400 -
-0.600 -
-0.800 -
PL3_I PL2_1 PL1_I L1_I 121 PL3. I PL2 O PLI_I Li_Io L2_I
—4&—EPS —¢—NRI
MUE—ME (1) HME _MmE (1D
n EPS (& NRI {8 n EPS H{& NRI 918
PL3 12 0.262%** 0.160*** 36 0.332%** 0.144***
PL2 20 0.138*** 0.110*** 41 0.227%** 0.091***
PL1 23 0.101*** 0.092*** 44 0.151*** 0.088***
L1 25 —0.318%** ~0.043 46 —0.322%** 0.011
L2 25 ~0.581%** —0.060** 46 —0.591%** ~0.073%**

e e FRIRARE 1% 5% KFLEE (RE:5omER) -

BH R FS] » HF 0 PL1 (PL2 * PL3) FRTHANE—F (F2£E - H=
) ;L1 (L2) RAARIRESTHRNE—F (BEZF) 1 (1) BRALTHANE—H
B O(EWE) AR -

PHIFRZR EPSH NRI « EPS BRBREFIE : NRIZREREZEUFE  =EK
FESHM - ERELRE + EREMLEFIE -
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CHIEARERERHBELSPHELEEREELE

(=) FEEURNEHHERR

AERT S LEERRMEEANKE - RiERHIELREF FRIBFES
MEZFUAFKFREFEERES - RTHREEFHFBEE  BBRFFEK
B B—TRERFEREBEARDBIATHENGFE s FTREREERE
A {E RSB E B A M E T ‘

WNFAFHBNELEHMABEL > FEEHA LR 1999 FEHIF
IRikEE - RN R BTHER BN ETHEAT ARG EM AR > B8
FHRETRE : (1) AIPWAEEE > FERELARANBREETRRE
ATSEPERIATEEME 5 A — B FZEHRE R ECENRETRENEZ T
RER > ARAMEME~EFERNBIUNMEMEII ; (2) ABAEENI2L
B WEVMER 2000 F4 ARA XN L FEHRBHE UMM BAERFLE
KFTE » 2004 F 1 ABRIELAMRET » BN BERERSRET 7 — 1N
ZEE - BHEENERE ; [ ZESKPLSRERMA LT AR M &k
FER > Hikg b EM WA ZEERF I -

ET LA EBELEEABBESIE - £ - HEERERZXA “#
R BHETRIGT - REFMEROEH > FLEENBEEY RERK
@ B MR - A WA DA R A 55 FE S - 51 iR A5
AMA L F AT LB RN E BB EH - RAMLE T T ERRAR
BB —EEE ERRAEREARRMGEELFHANENRZE  HEEREE
NEEETRSHEFNENEBRAR—5 -

(Z) PABENFELEHRFE

KL THANANM B ERBEAREHBERBEEELSFETHSE
IR EHERMEKT - 28R > FREANNE—ME > FIFHEART BT
HEERFREFEMNLSFFHANTERWEREEFE > 230 FE 7=
BRI IA R EL B RS & FEEMAT 6 (NVRI_D) TR 230.7%
(FER95.7%) - F 11 FIFMEZER N ELR RIS & F @S 69 5
I 100% - EREHMAIE _HME - BEREAT B FIATHEHFRBE

5OARHR “HRIEREEET BE ST ARANTHIERBEMERNSITEERR
BIERIE—HS T EE - flin > EAFE2003F 4 A 15 BEEHIFEIERIE - Ha
BB AN FEAR IS R A9 2 2002 FEMEMELIE > M 2002 FFER “HiEHEE
FE” o

6 ZERHRIEZE (2002 - WiE7) e THEMEESFEBANELEERBNGE
o AR WA I FHIEATHINT ERATE M & FE (71 01300 8N 69
HAthlk & F5E & FE BB UGN 37.8% > FERN 12.1%) » B@EEEIEAE
FIMEMHEME REFAANEM L SFENTEFSEZLEERBON
I e



EMEREE SR ELMEZE - P ERESFTS ST 4245 1% 7508 6 = 9 6 103

FEEL2FEMBKFRIBTRE - 46 GINMMAT NRI_D H{EN 26.6% > F{&
N 25.4% (¢ I F Mann-Whitney BRI A17E 10% 1 1% KFERE)
R > R EMNREAREBH FLEENGOMET - FERELAR
FRUMHUEHE -

®2 HEHEATDEREHIEEESTEENELEENE  HALREAMMK
Bt '

H{E t-statistic FLFEEFEIME & FEEHY
(F{H) (Z-staristic) 17

>20% 250% >100%
SRR G PR GO R TRTIIE 5
(EEf3) (b fgl) (EE )
NRLD PHASE=0 230.7% 17 12 11
(n=23%) (95.7%) —1.983" (73.9%)  (52.2%)  (47.8%)
PHASE=1  26.6%  (-2.896**) 25 10 0
(n = 46) (25.4%) ) (54.3%) (21.7%) (0.0%)

* e 3 RIRREE 10% 7 1% KFLRE o

#HTEZREUFEBNAFEEEZE B 1999FFE/R LG - EEHMME—HEPH
B 1998 EpY 2 IS BRIIZFEE -

PHASE=0 » Z/ARMMLTREEEAME—ME (1999-2001 ) 5 =1 » BN
M4t THEEERMAE —ME (2002-2004 F)

NRI_D = RiFHEAT BTHENELEENSE L & FE BT HE -

EREFENE > FHEEANME_WME > &F 1 FIXNAF AT ERIA
YL FEHEFIEEERE EHSEFE > RS EENNERNWINERIES
EHEREFMNERENERR s BMEESENWNAERRLEFHIATE
F—E2EXEMIELEEFRE > 0 NRI_D Bid 20% (50%) IR 5 46
BRI 54.3% (21.7%) -

(Z) MUFEITTHELEERE

RyMATEL “FiEKR" ERILMGITE - RERIIBATES FHIEF
Bl ST EIAN LR FERB AT - B SRR THRELSEEREG TSR
AEEFREE - MAMEREET > ZREAMWAOME > B fEitIER
EHERBAKF (NRLE) SHERHBAR BITHENKT (NRI_D) HEEE
Mx (NFE—MBE: BXEH = 0941 ITE_ME HAEH =
0.493) ° Wilcoxon T SHREETR » FERUEHNNE—MMELETRE _H
B> NRILEHMEZEST NRLD (NTH—HE: 2=-2.798 > p<0.01;
NFE_NE > Z=-2376 > p<0.05) o
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*3 EE FERT BRI REREARERBERIEFENFEZE TR
B REM A - TN AR B AY R

H{E t-statistic ELEHFBIE & FER
(F{H) (Z-statistic) AT AT
220% 250% 2100%

ORYIRILE QD PURYILE - QR : DR URTE ¢
(ELf) (Eesl) (HL0)

NRI_E
PHASE=0 (n=25) 320.9% 22 21 17
(258.7%)  —3.651***  (88.0%)  (84.0%)  (68.0%)
PHASE =1 (n = 46) 43.4%  (—4.659***) 26 15 6
(30.6%) (56.5%)  (32.6%)  (13.0%)
WA -
INVEST
PHASE =0 (n = 25) 93.8% 14 13 10
(50.8%)  —2.832***  (56.0%)  (52.0%)  (40.0%)
PHASE=1 (n = 46) 15.6%  (-2.166***) 12 9 1
(0.0%) (26.1%)  (19.6%) (2.2%)
EXTRA
PHASE=0 (n = 25) 84.7% 11 8 7
(6.6%) —2.160*  (44.0%)  (32.0%)  (28.0%)
PHASE=1 (n = 46) 3.2%  (-2.462*%) 8 2 0
(-1.0%) (17.4%) (4.3%) (0.0%)
SUBSID
PHASE=0 (n = 25) 66.6% 7 4 2
(1.2%) —1.283 (28.0%)  (16.0%) (8.0%)
PHASE=1 (n = 46) 5.4%  (-1.575) 6 0 0
(0.0%) (13.0%) (0.0%) (0.0%)
OTHER
PHASE=0 (n = 25) 71.9% 14 10 5
(24.8%)  —2.294**  (56.0%)  (40.0%)  (20.0%)
PHASE=1 (n = 46) 19.2%  (=2.011*%) 12 4 2
(10.0%) (26.1%) (8.7%) (4.3%)
e SFRIRAFE 5% M 1% KTFERE -
PHASE=0 > RAAMA TRHBEERUGE—ME (1999-2001 F) ; =1 » ¥R

AL TR I E R AYE M E: (2002-2004 )

NRI E=FEFHENBHITSFSHEEFNLG - EFELKERFEEHTEF =8
Frlrss + B AR + #IEUE A + E Ak & FE -

INVEST = ¥ Bt it a8 oy FiE B4 A L1 -

EXTRA = E My SN 32 v 40 o F11308 B Bl 451 o

SUBSID = #h TG A &5 FIE EH AT Ll -

OTHER = HAth M & Fi8 o5 FI3E B4 a9 bl -
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Z38ER EREANME—ME > 25 IR FHEWM NRI_E B
(F{H) N 320.9% (258.7%) > & 17 GIMM (5 68%) BIFEZHHFE L
HiE S BB 100% » LR FEREATDETHEENBRE 6 5l - £
EMMBBE_WE > #FEREAAEREREEENELFHMNBAFEEET
M (¢ #IEF Mann-Whitney BWIWHIE 1% KFLERE)

EREEEMRE  EHEEAMMNE _ME > NRLEBIT 100% AU IEE
6l XERBEAFBTHENXNMEUE (NRIL_D Bt 100% BIXME N o)
EMTHEX » BREREREATTREERERGIRAEMINEERE
Kitm=E -

DM ER - FREANME—NE > HiFHELATRERMFIAEL
BBl AR - B AN ST A H ol S5 FE TSR B b M s B9 7 2 0 AR R
B ERERNGE ZME > (5B IA—E EA L E AR Rl
oAt Al 25 FU3E - T R A ZE KB Ml 0 e S8R0 AN I i B U T 4R 2D o

(1) /N

BAEME - B R iEREA TN A THESHEN T M40 EE TR
MEE—FBr R ERHEA R EERRIEFHIATERNEZEHFE - W
AbF RN 565 — [ Be A BRI TRINE A B 7E B AR SR P A A R 2 F MR8 A0 08 AT
R RETE - ZIRGEHE =305 W NH B B AL & g B A
MIEARPEWHEAERTHERE  BRERERENTEL(MARFEA
A B B AR A 7E B B IR AT AR EE ) /T BRI R T A ST E
TTHFEETEW -

I HEATENEESEHARE

(—) BEEFHMER WHEAEEBEENDS O

EFFEBONEATEEHEE > T B iFEE /A & ERIE s k3
HERENREERER (MRLHTR) > AT B EEEH ELMENF MRS
AT BT I8 -

RAHARRT 60 BTG 7E R 45 S AL BN 55 ch B 5B O A 2 F8 R 4%
B BART  ERMEEANMER - 98.3% AIIEIEVI &R & T % FiE
RTFE> 81.7% WM R ERER K TRERME > 75.0% HINERZE
Mt MEAETLHEEFITENL - £2001FE6 A s HEEBREANEEEL
Bl > EHABMEREEESEUTHREBERMNRE “MRELEHR
BENGEMERTE UR “FEVLEELRE” » BAEN R - EHANE
KB AlE 87.2% M 82.1% MIIEBMMEMAAAEFRERT “MERIEZL
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EUREFNEAIERTE M “"EELFEFRE” (BEMURRE) > MHE
MM —M B - 2R ER SRR 2510 o A1 6l -

F4HABHRTEZENEERMRBEAN (11 GIFR 5 ) EEREK
HERGE A B A PG R E o BRI EE B B Ry 4B R 2 38
o BEFANLAEENFLFHEREMBHFENE > ANTSBIIRELFE
MRS FE E R R EIE R F1NNEEEEE NN EATH
& - BEF R -

R4 MBERESU L ER - BEZFNEEFHBUDERLE M EH
BT EWVEERINBEMEFENNOLRERS -

&4 HFHEASRAAITIRE R REE SR RERE

H oA Y WEERN BEER N it
¥—MbrE E_WME (n = 60)
(n=21) (n = 39)

AFER FHIEFEE ¢ FURIES G ] MMEL el MM HH
FHEXRTE 21 100.0% 38 97.4% 59 98.3%
BRERFATHREEE 14 66.7% 35 89.7% 49 81.7%
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ABSTRACT

This paper examines the effects of the institutionalisation of a profitability requirement on
earnings management and regulatory enforcement, based on the unique setting provided by
the “Special Treatment” (ST) withdrawal regulation in the Chinese stock market. When an
ST company applies for withdrawal of the ST status, it has to meet regulatory requirements
for profitability. Evidence indicates that: (1) when the regulator does not explicitly define
earnings quality (before the institutionalisation of the profitability requirement), the appli-
cants generally recognise material non-recurring gains in their reported earnings figures;
when the regulator explicitly restricts the magnitude of non-recurring gains (after the
institutionalisation of the profitability requirement), the applicants recognise a significantly
lower level of non-recurring gains; (2) the magnitude of non-recurring gains of applicants
approved after the institutionalisation is significantly smaller than that of applicants ap-
proved before the institutionalisation; (3) subsequent to the year of application, financial
performance of approved applicants is significantly better than that of rejected applicants;
however, applicants approved after the institutionalisation only marginally outperform ap-
plicants approved before the institutionalisation. The evidence generally suggests that in the
unique legal and institutional setting of China, it is not sufficient for the regulator to effec-
tively restrain even very obvious earnings management at its sole discretion only. The
institutionalisation of the profitability requirement could guide both the applicants’ and the
regulator’s behaviours and improve the enforcement of the profitability regulation.

Keywords: Earnings Management, Non-recurring Items, Regulation, Institutionalisation,
Special Treatment (ST)
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I. INTRODUCTION

This paper is intended to examine the effect of the institutionalisation of a profit-
ability requirement on capital market regulation in China. Healy and Wahlen (1999)
have posed an important capital market research question as to whether the regula-
tor can effectively restrain earnings management. Such a question should be of
even greater significance for an emerging capital market like China.” Regarding the
performance of earnings management regulation in China, Chen and Yuan (2004)
and Haw et al. (2005) provide early evidence (1996-1998) from rights offerings.
Both studies document that companies applying for rights offerings frequently use
non-recurring gains to manage earnings, and those applicants relying more upon
non-recurring gains subsequently have a significantly lower financial performance.
Both studies also show that the Chinese regulator was able to see through such
obvious earnings management behaviour while reviewing rights issue applications
during the period from 1996 to 1998. Furthermore, Chen and Yuan (2004) suggest
that the Chinese regulator’s ability to see through such earnings management
behaviour improves gradually during the same period.

An important change occurs in China’s regulatory rule regarding non-recurring
items after the research period of the two studies mentioned above. Before June
2001, the regulator was silent about the composition and quality of earnings figures
used for applying for activities like rights offerings or stock trading. The rule at that
time only required a positive net income without any reference to the nature
or magnitude of non-recurring items. If an applicant recognised material non-
recurring gains, any approval of an application would be subject to the regulator’s
judgement and discretion. In June 2001, the regulator established explicit require-
ments for the quality of profitability in some regulatory rules, including those
regarding rights offerings and “Special Treatment” withdrawal. New rules
require that net income after the deduction of non-recurring items should still be
positive.

Prior theoretical analyses (Black and Kraakman, 1996; Hay et al., 1996) argue
that in an emerging market or transitional economy with an unsound legal system,
bright-line regulation would be superior to broad or vague standards. Non-
recurring gains have generally been deemed as opportunistic and lacking faithful-
ness to the ideal of profitability regulation. China has, however, experienced a
process of institutionalisation from implicit judgement to explicit stipulation on
whether non-recurring gains should be excluded from the accounting for profitability
when assessing relevant applications. Such a regulatory change provides an oppor-

3 Although recent literature (e.g. La Porta et al., 2006) suggests that public enforcement plays

a weaker role than private enforcement (mainly manifested in investors’ litigation) during
capital market development, public enforcement is particularly important to China because
the system of civil proceedings for securities cases there is still in its infancy. It is thus vital
to study the regulatory performance and its explanatory factors for the Chinese market. I
would like to thank one reviewer’s proposal for such a discussion.



118 Wu

tunity to observe and evaluate the effect of the institutionalisation of the profitability
requirement on regulatory enforcement, thereby extending the research of Chen
and Yuan (2004) and Haw et al. (2005).

Using a sample of Chinese listed companies that were categorised as needing
“Special Treatment” by reason of posting losses for two consecutive years and that
applied for withdrawal in the following year during the period from 1998 to 2003, I
find the evidence generally consistent with a significant and positive effect of the
institutionalisation on profitability regulation. First, during the period when the regu-
lator does not explicitly define earnings quality, “Special Treatment” withdrawal
applicants generally recognise material non-recurring gains in their reported earn-
ings figures; whereas, in a period when the regulator imposes a restriction on the
magnitude of non-recurring gains reported in financial statements, the applicants
recognise a significantly lower level of non-recurring gains for the year of application.
Second, the regulator’s approval decision after the institutionalisation is accompa-
nied by a higher propensity to restrain recognition of non-recurring gains
when compared with the situation before the institutionalisation, after controlling
for differences in firm size, leverage, and material restructurings. Third, subsequent
to the withdrawal application, the financial performance of approved applicants is
significantly better than that of rejected applicants, while the performance of appli-
cants approved after the institutionalisation is just slightly better than that of
applicants approved before the institutionalisation. The evidence generally suggests
that in the unique legal and institutional setting of China, the regulator, at its sole
discretion only, exhibits a very limited efficacy in curbing earnings management,
even with such obvious approaches as using non-recurring gains. The institu-
tionalisation of a profitability requirement could guide both the applicants’ and the
regulator’s behaviours, and improve the performance of profitability regulation, but
potential limitations of the institutionalisation should be noted, including excessive
rule-based orientation and a potential side effect of making earnings management
more hidden.

The remainder of the paper is organised as follows. The next section introduces
the institutional background and develops research questions. The third section
provides a description of the sample and its earnings history. The fourth section
describes the difference in magnitude between the non-recurring gains of the appli-
cants as reported before and after the institutionalisation of the profitability
requirement. The fifth section examines the association between the regulator’s
decisions and the magnitude of non-recurring gains before and after the
institutionalisation. The sixth section examines the difference between the financial
performance of the applicants subsequent to the withdrawal application and before
and after the institutionalisation. The concluding remarks are presented in the last
section.



THE EFFECT OF THE INSTITUTIONALISATION OF A PROFITABILITY REQUIREMENT 119

[Il. INSTITUTIONAL BACKGROUND

2.1 “Special Treatment” and Application for Withdrawal

The Shanghai and Shenzhen Stock Exchanges have implemented the “Special Treat-
ment” system since April 1998. This system aims to signal* and limit® the securities
trading of those listed companies with either financial® or other’ anomalies. Normally,
the withdrawal of “Special Treatment” (hereinafter referred to as “ST”) involves
two steps. First, an ST company applies for ST withdrawal after meeting estab-
lished authoritative criteria; second, the stock exchange reviews the application and
decides whether approval should be given after an investigation of the company’s
conditions.

For withdrawing special treatment due to financial anomalies, the regulatory sys-
tem undergoes two rule phases. During the first rule phase, which is from April
1998 to June 2001, it is required that the company management may apply for ST
withdrawal if reported net income of the latest fiscal year is positive and net assets
per share at the end of the latest year are higher than the face value of outstanding
common stocks. During the second rule phase, which is after June 2001, it is re-
quired that the company should meet two further criteria in addition to the criteria
set out in the first rule phase, namely the normal operation of the main business and
a positive net income after the deduction of non-recurring items.

2.2 Considerations for Choosing ST Withdrawal Regulation as the
Research Setting

As a preliminary study to examine the effect of regulatory institutionalisation, this
study chooses the ST withdrawal regulatory setting and related data instead of the
rights offering setting used by Chen and Yuan (2004) and Haw et al. (2005). The
major consideration is that the ST withdrawal setting has some features that are
different from those of the rights offering setting, which make the research design
of this study easier to control.

First, rights offering applicants have to satisfy many other non-financial criteria
apart from the financial performance indicators (Chen and Yuan, 2004), whereas ST
withdrawal applicants are mainly required to satisfy financial criteria. To evaluate
the performance of regulatory enforcement over earnings management, the ST with-
drawal setting would be less disturbed by the non-financial conditions of the
applicants.

Second, for rights offering applicants, return on equity (ROE) is the key financial

performance criterion, and the applicant may manipulate assets, liabilities, or stock-
* Such as adding “ST” before the stock name of a specially treated listed company.

A major limitation is to narrow the daily maximum stock price fluctuation from 10 per cent
to 5 per cent.

Financial anomalies mainly include reporting losses for the latest two consecutive fiscal
years, reporting net assets per share lower than face value of the stock, and receiving an
adverse opinion or a disclaimer of opinion from the auditor.

Anomalies other than financial reasons may include discontinuance of business, filing for
bankruptcy, and involvement in lawsuits or arbitration for significant compensation.

5
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holders’ equity as well as earnings management in order to satisfy the specified
ROE criterion. For ST withdrawal applicants, however, the explicit financial per-
formance criterion is related to net income only, making observations of the sample
more concentrated on earnings management behaviours.

Third, as noted by Clinch (2005), ROE levels for multiple periods are required
for rights offerings, causing the incentives and the magnitude of earnings manage-
ment to be complex and likely to depend on prior years’ reported ROE levels as
well as the current year’s level. In the case of ST withdrawal, however, only earn-
ings figures for the latest single period are required, making the earnings manage-
ment behaviours of the applicants more independent and easier to discern.

Fourth, rights offering applicants manage earnings for better financial performance,
while ST withdrawal applicants do so mostly to avoid further losses. From a cost-
benefit perspective, firms might use a hierarchy of approaches in attempting to achieve
earnings management targets. Rights offering applicants might first use such im-
plicit items as above-the-line accruals, which are more difficult for investors and
regulators to identify. When sufficient accruals are not available, firms might turn
to more easily identifiable below-the-line items, such as non-recurring gains (Clinch,
2005). However, firms having an incentive to avoid a loss, such as the ST with-
drawal applicants, will be more likely to resort to non-recurring items at the outset
(Marquardt and Wiedman, 2004). Thus, in an ST withdrawal setting, the regulator
is expected to be more likely to identify and curb earnings management.

2.3 Research Questions
A conventional argument in accounting literature is that as long as capital market
participants (especially the regulator) can detect earnings management, they will
adjust the earnings figures and then make decisions, thus making earnings manage-
ment futile and inconsequential.® Compared with accruals, non-recurring gains are
relatively irregular, less persistent, more susceptible to manipulation, and easier to
identify.® Therefore, whether or not the regulator establishes an explicit limitation
on non-recurring gains, firms are expected to have scruples about reporting a great
magnitude of these items, and the regulator is expected to consistently exhibit vigi-
lance and a propensity for restriction. Prior literature (Chen and Yuan, 2004; Haw et
al., 2005) has provided some evidence on the regulator’s awareness of and con-
straints on non-recurring gains in China’s rights offerings setting from 1996 to 1998.
On the other hand, the regulator’s ability to curb earnings management may be
limited by its experience or costs (Schipper, 1989). In particular, China has a statu-
tory law system, where the regulator usually undertakes multiple functions and is
susceptible to intervention or lobbying from other governmental agencies or inter-
est groups (Allen et al., 2005). When the earnings quality standard is not explicitly
incorporated into the regulatory rule, ST withdrawal applicants could have stronger
opportunistic incentives to manage earnings, and the regulator is left with greater

8 . See discussion of Dechow and Skinner (2000).
9 See Beaver (1999) for a discussion of the theoretical features of non-recurring items.
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discretion in making approval decisions. A weakened regulatory enforcement may
thus be expected before the institutionalisation of the profitability requirement (Black
and Kraakman, 1996; Hay et al., 1996).

The above two competing arguments can be examined in China’s ST withdrawal
setting featuring an important institutional change in the regulatory criterion
for non-recurring gains. A basic issue to be addressed is the effect of the insti-
tutionalisation of the profitability requirement on earnings management and regula-
tory enforcement. Specific research questions include:

1. Is there any significant difference in magnitude between ST withdrawal ap-
plicants’ non-recurring gains before and after the institutionalisation?

2. Are the regulator’s approval decisions accompanied by significantly differ-
ent levels of non-recurring gains before and after the institutionalisation?

3. Isthere any significant difference between the applicants’ subsequent finan-
cial performance before and after the institutionalisation?

Ill. SAMPLE SELECTION AND DESCRIPTION

3.1 Sample Selection

Based on detailed hand collection and analysis of public announcements, 238 ST
companies are identified during the period from 28 April 1998 to 30 June 2004.1° A
total of 368 firm-year observations subsequent to the ST year are then examined in
respect of net income, net assets per share, and audit opinion type,'' of which 251
(68.2 per cent) observations clearly fail to meet the regulatory criteria.'> The other
117 (31.8 per cent) observations meet ST withdrawal criteria, at least apparently,
including reporting a positive net income (and a positive net income after deduction
of non-recurring items for post-2001 observations), net assets per share higher than
the stock’s face value, and receiving an audit report without such an extreme con-
tent as an adverse opinion or a disclaimer of opinion.

To examine ST companies’ earnings management and related regulatory
propensity, this study intends to limit the sample to those observations with strong
earnings management incentives and with minimum disturbance from other
incentives. Thus, 46 out of 117 observations are further excluded from the sample:

28 April 1998 is the date when the first listed company was specially treated. 30 June 2004
is the reasonable extension of the observation deadline after the 2003 annual reports have
been released (30 April 2004), since the ST date could be some days after the annual report
release date. This study selects ST observations through 2003 only in order to ensure the
availability of ST withdrawal application year observations (no later than 2004) and at least
one year of subsequent observations (no later than 2005) for assessing subsequent financial
performance.

For annual reports since 2001, the net income after deduction of non-recurring items is also
examined.

* Among the 251 cases, 158 report losses and 78 net assets per share lower than the stock’s
face value; another 14 post-2001 cases post negative net income after deduction of non-
recurring items, and the remaining one observation receives a disclaimer in an audit opinion.
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21 categorised as ST only by reason of net assets per share lower than the stock’s
face value, 11 only as a result of receiving extreme types of audit report, and 14 for
reasons other than reporting losses for two consecutive years or the above categories.
The final sample consists of 71 observations categorised as ST due to reporting
losses for two consecutive years. Table 1 presents the yearly distribution of ST
withdrawal results among the 71 sample observations.

Table 1 shows that during the period from 1999 to 2004, 60 out of 71 sample
observations (84.5 per cent) have their withdrawal applications approved by the
regulator, while the other 11 cases (15.5 per cent) are rejected. Overall, the regula-
tor maintains a relatively high approval rate. There are 25 and 46 ST withdrawal
applicants in the first and second rule phases, respectively. There is no significant
difference in the regulator’s approval rate between the two rule phases.

Table 1 Sample of ST Withdrawal Applicants: Distribution by Year and Regulatory Decision

Regulatory First rule phase: 1999-2001 Second rule phase: 2002-2004 1999
decisions 2004
1999 2000 2001 Subtotal 2002 2003 2004  Subtotal Total

Approval 3 10 8 21 8 14 17 39 60
Rejection 2 0 2 4 2 4 1 7 11
Total 5 10 10 25 10 18 18 46 71
Approval 60.0% 100.0% 80.0% 84.0% 80.0% 77.8% 94.4% 3848% 84.5%

rate®

# Approval rate = the number of firms approved / total number of ST withdrawal applicants.

3.2 Description of Sample Earnings History

As mentioned earlier, the sample observations have a common feature of posting
losses for two consecutive years in their earnings history. Both the net income and
non-recurring gains are used for describing the earnings history prior to the ST
withdrawal application.

Figure 1 compares earnings history before the submission of the applications of
25 ST withdrawal applicants in the first rule phase and that of 46 applicants in the
second rule phase. Earnings history covers the two consecutive years of reporting
loss and the three years preceding the first year of reporting loss. Two basic earn-
ings indicators are used, which are earnings per share (EPS) and non-recurring items
per share (NRI). NRI = (Total Profit before Tax — Operating Profit + Profit from
Other Business) / Qutstanding Common Shares.”* Among the 25 (46) sample obser-
vations in the first (second) rule phase, since the interval between the initial public
offering and the first year of reporting a loss is less than three years for some ST
companies, the number of observations for each of the three preceding years is less
than 25 (46).

13 See Section 4.1 for detailed data sources and estimation of non-recurring items.
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Figure 1 shows a highly similar history of earnings prior to application between
ST withdrawal applicants in the first and second rule phases. First, during the three
preceding years (PL1 to PL3), the mean EPS value shows a decreasing trend, with
significant non-recurring gains recognised and increasingly relied upon each year.
Second, during the two consecutive years of reporting a loss (L1 and L2), the
magnitude of loss in the second year is greater than that in the first year, and no
significant non-recurring gains are recognised in either year while significant non-
recurring losses are recognised in the second year (which is consistent with the
hypothesis of the “big bath”). The descriptive statistics suggest that prior to the ST
withdrawal application, firms in different rule phases generally show a common
trend in their overall earnings structures.

Figure1l Sample Earnings History: Comparison between Observations in Two Rule Phases
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n Mean EPS Mean NRI n Mean EPS Mean NRI
PL3 12 36 0,144
PL2 20 41 .
PLL 23 44 0.088:+
L1 25 46 0.011
L2 25 ~0.060%* 46 -0.073%%%

##* and ** denote 1 per cent and 5 per cent significance levels, respectively (t test for null
hypothesis of no difference from zero).

The horizontal axis exhibits time series, where PL.1 (PL2, PL3) represents the first (second,
third) year preceding the first year of reporting loss, and L1 (L.2) represents the first (second)
year of reporting loss; I (II) denotes the first (second) rule phase.

The vertical axis represents earnings per share (EPS) or non-recurring items per share (NRI).
NRI = (Total Profit before Tax ~ Operating Profit + Profit from Other Business) / Outstanding
Common Shares.



IV. NON-RECURRING GAINS OF ST WITHDRAWAL
APPLICANTS: COMPARISON BEFORE AND AFTER THE
INSTITUTIONALISATION

4.1 Data Sources of Non-Recurring ltems

This section compares the magnitudes of non-recurring gains for the year of the ST
withdrawal application'* before and after the institutionalisation of the profitability
requirement. For non-recurring items, there are two data sources: the non-recurring
items information disclosed by ST withdrawal applicants themselves, and my inde-
pendent estimation based on the structure of the income statement.

As required by the China Securities Regulatory Commission (CSRC), Chinese
listed companies begin to disclose non-recurring items information in the 1999 an-
nual report. The advantage of using data disclosed by firms lies in its availability
and verifiability. However, some limitations should be noted. From a motive
perspective, self-disclosures by ST withdrawal applicants may lack reliability and
comparability. In particular, when the non-recurring items information is used as an
explicit benchmark for regulatory decisions, the applicants would probably have a
stronger motive for underestimating the magnitude of non-recurring items. In view
of the opportunities for disclosure manipulation, the authoritative standard
regarding non-recurring items disclosure has experienced a long process of estab-
lishment and improvement, given that the CSRC did not specify the formal definition
and composition of non-recurring items until the end of April 2001, and made a
further revision in January 2004. Furthermore, non-recurring items were not re-
quired to be disclosed in financial statements and audited by certified public ac-
countants for a long time, making such information less reliable than other financial
information.

Considering that potential limitations exist in publicly disclosed non-recurring
itemns, an alternative data source is to independently estimate such items based on
the income statement. As indicated from the structure of income statement that com-
plies with Chinese GAAP, non-recurring gains usually comprise investment gains,
extraordinary gains (net of extraordinary losses), subsidies, and profit from other
business.'® Total and individual amounts of these four non-recurring items are then
examined. The advantage of using an independent estimation is being able to

“Year of ST withdrawal application” in this study refers to the latest fiscal year for which
financial information is used for applying for ST withdrawal. For example, if an ST firm
applies for ST withdrawal on 135 April 2003, the profitability data used in the application
should be those for the 2002 fiscal year. The year 2002 will be treated as the “‘year of ST
withdrawal application™.

15 Liand Wu (2002, fn. 7) discuss the rationale for classifying profit from other business as
non-recurring gains. This study also finds that 71 ST withdrawal applicants report a mate-
rial magnitude of profit from other business, which accounts for 37.8 per cent of total profit
before tax on average with a median value of 12.1 per cent. Through further reviewing the
accounting notes to financial statements, most transactions recorded as profit from other
business are in fact consistent with the nature of non-recurring gains.
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rectify an underestimation bias by ST withdrawal applicants, while the limitation
might be its inconsistency with the scope of non-recurring items authorised by the
regulator.

4.2 Publicly Disclosed Non-Recurring Gains

Table 2 describes non-recurring gains disclosed by the ST withdrawal applicants
before and after the institutionalisation of the profitability requirement. In the first
rule phase, for 23 observations that have disclosed the non-recurring items data,'®
material non-recurring gains are disclosed with a mean (median) NRI_D of 230.7
per cent (95.7 per cent), and NRI_D is defined as the proportion of disclosed non-
recurring items to total profit before tax. Out of the 23 observations, 11 report an
NRI_D of more than 100 per cent. In the second rule phase, all 46 observations
disclose a significantly decreased level of non-recurring gains for the application
year, with a mean (median) NRI_D of 26.6 per cent (25.4 per cent) at 0.1 and 0.01
significance levels in t tests and the Mann-Whitney U test, respectively. The statis-
tics suggest that in a regulatory setting that does not explicitly demand earnings
quality, ST withdrawal applicants show no scruples about recognising and disclos-
ing material earnings components of low quality.

It is worth noting that in the second rule phase, although no observation discloses
an NRI_D of more than 100 per cent, which is arguably attributed to the new regu-
latory requirement for a positive net income after deduction of non-recurring items,
a considerable number of observations report some material non-recurring gains.

Table 2 Non-Recurring Gains Disclosed by ST Withdrawal Applicants: Comparison before
and after the Institutionalisation

Mean t statistic Proportion of disclosed non-recurring
(Median) (Z statistic) gains to total profit before tax

220% 250% 2100%
Observations Observations Observations
(per cent) (per cent) (per cent)
NRI_D PHASE=0 230.7% 17 12 11
m=23% (95.7%) ~1.983% (73.9%) (52.2%) (47.8%)
PHASE=1 266% (-2.896%%*) 25 10 0
(n=46) (25.4%) (54.3%) 21.7%) (0.0%)

* and *** denote 10 per cent and 1 per cent significance levels, respectively.

# Information of non-recurring items is not available for two observations in the first rule
phase, as the requirement for disclosure of non-recurring items started to implement from
the 1999 annual report.

PHASE =0, if an observation occurs during the first rule phase, which is from 1999 to 2001;
1, if an observation occurs during the second rule phase, which is from 2002 to 2004.
NRI_D =The proportion of publicly disclosed non-recurring items to total profit before tax.

'® Non-recurring itemns information is not available for two observations in the first rule phase.
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For example, 54.3 per cent (21.7 per cent) of 46 observations disclose an NRI_D of
more than 20 per cent (50 per cent).

4.3 Independently Estimated Non-Recurring Gains

Table 3 describes the total and individual levels of non-recurring gains recognised
by the ST withdrawal applicants, which are independently estimated using an “in-
come statement” approach. Statistics show that the level of independently estimated
non-recurring gains (NRI_E) is highly and positively correlated with the disclosed
level (NRI_D), and the Pearson correlation coefficient is 0.941 (0.493) for the 25
(46) observations in the first (second) rule phase. Results of the Wilcoxon Signed
Rank Test indicate that NRI_F is significantly higher than NRI_D for both rule phases
with the Z statistic being —2.798 (—2.376) and p value less than 0.01 (0.05) for the
first (second) rule phase. ‘

Table 3 shows that in the first rule phase, 25 observations have a mean (median)
NRI_E of 320.9 per cent (258.7 per cent), of which 17 (68 per cent) have an NRI_E
of more than 100 per cent—six more observations occur when compared with the
disclosed cases. In the second rule phase, the level of estimated aggregate non-
recurring gains of the ST withdrawal applicants significantly decreases with the p
value less than 0.01 in both the t and the Mann-Whitney U tests.

It is worth noting that in the second rule phase, six observations are estimated to
have an NRI_E of more than 100 per cent, which contrasts with disclosures by ST
withdrawal applicants that no observation has an NRI_D of more than 100 per cent.
This indicates that a bias of underestimation of non-recurring gains may probably
exist.

Statistics of individual items of non-recurring gains show that in the first rule
phase, it is common for ST withdrawal applicants to recognise a material amount in
three out of four individual items, namely Investment Gains, Extraordinary Gains
(net of Extraordinary Losses), and Profit from Other Business, while recognition of
Subsidy Gains is less frequently used. In the second rule phase, recognitions of
some material Investment Gains or Profit from Other Business are still found in a
number of observations, while those of Extraordinary Gains and Subsidy Gains are
even less frequently resorted to.

4.4 Summary

To sum up, based on either publicly disclosed or independently estimated data, ap-
plicants in the first rule phase generally report material non-recurring gains for their
ST withdrawal applications, while those in the second rule phase recognise non-
recurring gains at a significantly decreased frequency and magnitude. Given the
similarity in earnings history preceding application between observations before
and after the institutionalisation of the profitability requirement as described in Sec-
tion III, the disparity in earnings structure for the year of application between ST
withdrawal applicants in the two rule phases found in Section I'V suggests that it is
the institutional change rather than the differences in firm characteristics preceding
application between two groups of ST withdrawal applicants that has affected the
earnings management behaviours for the ST withdrawal applications.



THE EFFECT OF THE INSTITUTIONALISATION OF A PROFITABILITY REQUIREMENT 127

Table 3 Total and Individual Levels of Independently Estimated Non-Recurring Gains of the ST
Withdrawal Applicants: Comparison before and after the Institutionalisation

Mean t statistic Proportion of estimated non-recurring gains
(Median) (Z statistic)  to total profit before tax

>20% 250% >100%
Observations Observations Observations
(per cent) (per cent) (per cent)
NRI_E
PHASE =0 (n=25) 320.9% 22 21 17
(258.7%) -3.651*%**  (88.0%) (84.0%) (68.0%)
PHASE =1 (n = 46) 43.4%  (—4.659%%*¥) 26 15 6
(30.6%) (56.5%) (32.6%) (13.0%)
Individual Items of Non—Recurring Gains:
INVEST
PHASE =0 (n = 25) 93.8% 14 13 10
(50.8%) —2.832%%%  (56.0%) (52.0%) (40.0%)
PHASE =1 (n = 46) 15.6%  (-2.166%*x) 12 9 1
(0.0%) (26.1%) (19.6%) (2.2%)
EXTRA
PHASE =0 (n = 25) 84.7% 11 8 7
6.6%) —2.160** 44.0%) (32.0%) (28.0%)
PHASE =1 (n = 46) 32%  (—2.462%%) 8 2 0
(-1.0%) (17.4%) (4.3%) (0.0%)
SUBSID
PHASE =0 (n = 25) 66.6% 7 4 2
(1.2%) —1.283 (28.0%) (16.0%) (8.0%)
PHASE =1 (n =46) 5.4% (-1.575) 6 0 0
(0.0%) (13.0%) (0.0%) (0.0%)
OTHER
PHASE =0 (n = 25) 71.9% 14 10 5
(24.8%) ~2.294%%* (56.0%) (40.0%) (20.0%)
PHASE =1 (n = 46) 192%  (-2.011%%) 12 4 2
(10.0%) (26.1%) (8.7%) 4.3%)

PHASE = 0, if an observation occurs during the first rule phase, which is from 1999 to 2001; 1, if

an observation occurs during the second rule phase, which is from 2002 to 2004.
NRI_E = The proportion of independently estimated non-recurring items to total profit before tax,

where the independently estimated non-recurring items cornprise four individual income
statement items, including Investment Gains, Extraordinary Gains (net of Extraordinary
Losses), Subsidy Gains, and Profit from Other Business.

INVEST = The proportion of Investment Gains to Total Profit before Tax.

EXTRA = The proportion of Extraordinary Gains (net of Extraordinary Losses) to Total Profit before
Tax.

SUBSID =The proportion of Subsidy Gains to Total Profit before Tax.

OTHER = The proportion of Profit from Other Business to Total Profit before Tax.
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V. REGULATOR’S PROPENSITY TOWARDS NON-
RECURRING GAINS: COMPARISON BEFORE AND AFTER THE
INSTITUTIONALISATION

5.1 Basis for Regulator’s Decision: Initial Analysis on Public
Disclosure

I hand-collect each and every publicly available firm disclosure to describe key
financial determinants on which the regulator’s decisions about ST withdrawals are
based, as presented in Table 4, to provide an initial understanding of the basis for
the regulator’s decision before and after the institutional change.

Panel A of Table 4 summarises key financial indicators disclosed by 60 approved
observations in ST withdrawal announcements. During the two rule phases, 98.3
per cent of approved observations mention a positive net income, 81.7 per cent
disclose net assets per share above the common stock’s face value, and 75.0 per
cent receive a standard unqualified audit opinion. Since the institutional change on
8 June 2001, 87.2 per cent of 39 approved observations in the second rule phase
explicitly mention and emphasise a positive net income after deduction of non-
recurring items, and 82.1 per cent disclose normal operation of main business. Prior
to the institutional change, however, no observations mention a positive net income
after the deduction of non-recurring items, and only one case discloses the normal
operation of the main business.

Panel B of Table 4 lists rejection reasons available from 5 out of 11 rejected
observations. All five observations occur in the second rule phase, of which four
firms are judged by the regulator to have disclosed a positive net income after de-
duction of non-recurring items, when the income should have been negative. For
the remaining rejected case, the regulator judges that the net income for the year of
application, although positive, is of too trivial a magnitude for approval.

Descriptions in Table 4 provide a practical understanding of the basis for the
regulator’s decision to approve or reject, especially the regulatory emphasis on the
improvement of main operations and actual increase in profitability during the sec-
ond rule phase.

5.2 Model Design

To further examine the regulator’s propensity towards non-recurring gains when
making decisions before and after the institutionalisation, the following multiple
regression models are designed.

NRI_E =b,+ b LTA + b,LEV + b,RESTRUC + b APPROV_PHASEI
+b, APPROV_PHASE2 +§ n

NRI_E =b,+ b LTA + b,LEV + b,RESTRUC + b PHASE + § )

The basic idea of the above models is to examine the magnitude of non-recurring
gains associated with regulatory decisions during different rule phases, after con-
trolling for some firm-specific characteristics. The dependent variable is NRI_E,
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which is measured as the proportion of independently estimated non-recurring items
to Total Profit before Tax."”

Model (1) applies to all the 71 sample observations, which are divided into three
sub-groups. The first sub-group consists of 21 observations approved for ST with-
drawal by the regulator during the first rule phase (an experimental variable
APPRQOV_PHASE] is set and coded 1 for these 21 cases). The second sub-group
consists of 39 approved observations during the second rule phase (an experimental
variable APPROV_PHASE? is set and coded 1 for these 39 cases). The third sub-
group comprises 11 rejected observations during both rule phases.'® It is expected
that the regulator’s decisions would in general be effective, indicating a greater
magnitude of earnings management associated with rejected observations. Coeffi-
cients of the two experimental variables are thus expected to have negative signs. A
further expectation is that the regulator should have a stronger propensity to curb
non-recurring gains in the second rule phase than in the first rule phase, and hence
the absolute coefficient value of APPROV_PHASE? is expected to be greater than
that of APPROV_PHASEI.

Model (2) applies only to those 60 observations approved for ST withdrawal by
the regulator. An experimental variable PHASE is set and coded O (1) for the first
(second) rule phase. This approach is able to directly examine the difference in the
magnitude of non-recurring gains associated with regulatory approval during the
two rule phases. A significant and negative coefficient of PHASE is expected.

Both models (1) and (2) control for such firm-specific characteristics as firm size,
financial leverage, and major restructurings. The firm size variable LTA is measured
as the natural logarithm of total assets. The financial leverage variable LEV equates
to total liabilities divided by total assets. Both assets and liabilities are as of the end
of the year of the ST withdrawal application. A dummy variable RESTRUC is set to
control for major restructurings, and coded 1 if the applicant initiates a change in
either controlling shareholder or main business, or initiates major restructuring trans-
actions with the incumbent controlling shareholder during the year of the ST with-
drawal application, and 0 otherwise.'” Generally, small-sized or financially
distressed applicants with higher leverage are more likely to report earnings of low
quality, while applicants undergoing major reforms or restructurings would rely
less on non-recurring gains. Thus, negative signs are expected for the LTA and
RESTRUC variables, and a positive sign is expected for LEV.

Since ST withdrawal applicants in the second rule phase tend to report an underestimated
level of non-recurring gains (NRI_D), so if NRI_D is used as the dependent variable, the
regression results of models (1) and (2) would indicate a more significantly positive but
might be biased effect of institutional change.

An alternative setting of experimental variables could involve simultaneously introducing a
dummy variable for the regulator’s decision (APPROV), a dummy variable for the rule
phase (PHASE), and the interaction item APPROV*PHASE in the model. However, this
setting introduces serious multicollinearity problems.

Descriptive statistics (not tabulated) show that 53 out of 71 observations (74.6 per cent)
have the RESTRUC value coded 1.
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5.3 Regression Resulis

Table 5 presents regression results of models (1) and (2). Model F-statistics are
6.110 and 10.082 for models (1) and (2) respectively (both significant at the 0.01
level). Values of adjusted R? are 26.7 per cent and 38.1 per cent respectively. Maxi-
mum VIF values are 2.1 and 1.5 for models (1) and (2), respectively. There is thus
no serious multicollinearity for the models.

Regression results of model (1) show that the coefficient signs of both of the two
experimental variables are negative. The coefficient of APPROV_PHASE? is
—2.884 and significant at the 0.01 level, but the coefficient of APPROV_PHASE] is
not significant. This suggests that the magnitude of non-recurring gains associated
with approved firms is generally lower than that associated with rejected firms, and
the level of non-recurring gains associated with approved firms in the second rule
phase is the lowest. Regression results of model (2) show that the coefficient of
PHASE is —1.901 and significant at the 0.01 level, which further corroborates the
result of model (1) that the magnitude of non-recurring gains associated with ap-
proved firms in the second rule phase is significantly smaller than that associated
with approved firms in the first rule phase.

As to the control variables, coefficients of LTA from both models are negative as
expected but not significant. Coefficients of LEV from both models are significantly
positive (at the 0.05 or 0.1 levels), suggesting that highly leveraged firms tend to
recognise a greater magnitude of non-recurring gains. Coefficients of RESTRUC
from both models are negative as expected, and the one from model (1) is signifi-
cant at the 0.01 level, suggesting that the applicants initiating major reforms or
restructurings are less likely to rely on non-recurring gains.

In general, results of multivariate analysis shown in Table 5 are consistent with
expectations. In other words, after controlling for some firm-specific characteristics,
the regulator’s decision-making towards recognition of non-recurring gains tend to
be significantly more stringent after the institutionalisation of the profitability
requirement.

VI. SUBSEQUENT FINANCIAL PERFORMANCE: COMPARISON
BEFORE AND AFTER THE INSTITUTIONALISATION

This section is intended to examine financial performance subsequent to the appli-
cation and before and after the institutional change. Due to data availability, the
observation window subsequent to application covers periods 7+ 1 and ¢ + 2, given
that period ¢ is the year of the ST withdrawal application. Similar to the design
mentioned in Section 5.2, 71 observations in the sample are categorised into three
sub-groups: (I) 21 approved observations in the first rule phase with APPROV_
PHASE]I coded 1; (IT) 39 approved observations in the second rule phase with
APPROV_PHASE? coded 1; and (IIT) 11 rejected observations in both phases.
Panel A of Table 6 describes an averaged return (net income) on assets (SROA, )
and an averaged core return (Operating Profits — Profit from Other Business) on
assets (SCOREROA ) for periods ¢ + 1 and ¢ + 2. ANOVA tests (Panel C) indicate

mean
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Table 6 Comparison of Financial Performance Subsequent to Application

APPROV_PHASEI =1 APPROV_PHASE2=1 APPROV=0

Group (I) Group (II) Group (IIT)

Panel A: Financial performance subsequent to application

Mean Mean s Mean
[Median] [Median] [Median]
SROA 1.18% 1.57% -18.41%
[2.62%] [2.35%] [-4.30%]
SCOREROA —0.08% 1.77% —22.25%
[-0.10%] [2.40%] [~7.34%]
n 21 39 11

Panel B: Frequency of reporting loss subsequent to application

Periodt+1lorr+2  Observations Observations Observations
[Per cent] [Per cent] [Per cent]
ROA <0 4 7 6
[19.0%] [17.9%] [54.5%]
COREROA <O 12 13 8
[57.1%] [33.3%] [72.7%]
Panel C: ANOVA tests
F statistic Scheffe test
(D vs. (I0) (D vs. (D () vs. (1)
SROA, 4.779%% Insignificant Significant at Significant at
0.05 level 0.05 level
SCOREROA 4.953%%% Insignificant Significant at Significant at
0.05 level 0.05 level

* ** and *#* denote 10 per cent, 5 per cent, and 1 per cent significance levels, respectively.

APPROV_PHASEI = 1, if an observation occurs during the first rule phase and its
application for ST withdrawal is approved by the regulator; 0,
otherwise.

APPROV_PHASE?2 = 1, if an observation occurs during the second rule phase and its
application for ST withdrawal is approved by the regulator; 0,
otherwise.

APPROV = 1, if an observation’s application for ST withdrawal is approved by
the regulator; 0, otherwise.
SROA,, =0.5%ROA_ +ROA.,,).

SCOREROA... = 0.5%(COREROA,,, + COREROA,,,).
ROA = Net Income divided by Total Assets.
COREROA = (Operating Profits — Profit from Other Business) / Total Assets.

t = The year of the ST withdrawal application
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that there are significant differences among three sub-groups in respect of SROA,
or SCOREROA . However, significant differences exist between Groups (I) and
(III), or between Groups (II) and (III), while there is no significant difference be-
tween Groups (I) and (II). Panel B shows that 19.0 per cent (17.9 per cent) of Group
(D) (Group (II)) observations report negative net income for period t+ 1 or t + 2, and
57.1 per cent (33.3 per cent) of Group (I) (Group (II)) observations report negative
core earnings. The Pearson Chi-Square test indicates a difference at a 0.10
significance level between Group (I) and Group (II) in respect of the probability of
reporting negative core earnings after the ST withdrawal application.

The following multiple regression models are designed to further examine subse-
quent financial performance among various groups.

SROA, _=b,+b LTA +b LEV +bSROA  +bAPPROV_PHASEI

mean !Illlll_\‘!r_\'
+b.APPROV_PHASE2 +M €)
SCOREROA,, =b,+b LTA +b,LEV +b,SCOREROA, ,
+ b, APPROV_PHASEI + b APPROV_PHASE2 + M 4)

For models (3) and (4), the dependent variable is SROA,  or SCOREROA , .
which is a proxy for financial performance subsequent to application. Experimental
variables are APPROV_PHASE] and APPROV_PHASE?, and coded 1 if an ap-
proved observation occurs during the first and second rule phase respectively. Both
variables are expected to have positive coefficient signs, and the coefficient of
APPROV_PHASE? is expected to be greater than that of APPROV_PHASE]I. Con-
trol variables include: (1) firm size variable (L7A ); (2) financial leverage (LEV); (3)
industry profitability subsequent to application, *® where SROA ,  corresponds to
SROA, , ... (= an average of median industry returns on assets for periods ¢ + 1 and
t+2),and SCOREROA,,  to SCOREROA, , (= an average of median industry
core returns on assets for periods £+ 1 and ¢+ 2).

As indicated in Table 7, after controlling for such factors as firm size, financial
leverage, and median industry performances for the corresponding periods, coeffi-
cients of the two experimental variables, APPROV_PHASE] and APPROV_PHASE?2,
are both positive and significant at either the 0.01 or 0.05 levels, suggesting that
approved applicants generally enjoy much better subsequent financial performance
than rejected applicants. Meanwhile, from models (3) and (4), the coefficient of
APPROV_PHASE? is marginally greater than that of APPROV_PHASE]I, indicat-
ing that the approved applicants in the second rule phase slightly outperform those
in the first rule phase.?!

* Industry classification complies with the standard established by the CSRC. Since the sample
in this study covers the period from 1998 to 2003, median industry performances are exam-
ined using financial data from 1999 to 2005. Industry classification data are sourced from
the CCER database.

2 If the regression model is run with only those approved observations, it will be directly
found that there is no significant difference in subsequent financial performance between
approved firms in the first and second rule phases.
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Analyses based on Tables 6 and 7 generally indicate that although applicants
approved after the institutionalisation marginally outperform those approved be-
fore the institutionalisation, the overall magnitude is not as significant as expected.
A possible explanation is that operating performance for the year of application of
approved applicants in the second rule phase has not improved as substantially as
expected. On the one hand, a considerable number of applicants approved after the
institutionalisation continue to explicitly or implicitly recognise material non-
recurring gains, albeit at a smaller magnitude. On the other hand, the regulatory
restraint of one specific type of earnings management (i.e., non-recurring gains)
may precipitate the applicants into resorting to other more obscure approaches, in-
cluding manipulating above-the-line (discretionary) accruals.” In addition, the ap-
plicants could misclassify recurring expenses into non-recurring losses, in order to
exaggerate the magnitude of recurring earnings.”® These more hidden behaviours
may mitigate the expected positive effect of the institutionalisation to some extent.

VIl. CONCLUDING REMARKS

This paper attempts to provide evidence on the effect of the institutionalisation of a
profitability requirement on earnings management and the regulator’s performance.
In the unique setting of China, where an important institutional change in the “Spe-
cial Treatment” withdrawal regulation took place in mid-2001 which explicitly
restrained non-recurring gains, I find supporting evidence in this respect. The insti-
tutional change makes a difference in the applicants’ behaviours, such that earnings
quality improves in the year of the ST withdrawal application. The institutional
change also makes a difference in the regulator’s performance; after controlling for
some firm-specific factors, the magnitude of non-recurring gains associated with
applicants approved after the institutionalisation is significantly smaller than that
associated with applicants approved before the institutionalisation.

Enforcement is a key mechanism of the capital market regulation (La Porta et al.,
1998). Effective regulatory enforcement should always abide by pragmatic prin-
ciples rather than theoretical ideals, while the rule should be strictly implemented.
Merely meeting the minimum requirements is inadequate. Evidence in this paper
indicates that in an emerging capital market like China, it is not sufficient for the
regulator to effectively restrain even very obvious earnings management at its sole
discretion only, when the rule does not explicitly stipulate such a restraint. The
evidence echoes the concerns expressed in prior theoretical literature about vague

2 When reading the application-year financial analyst’s reports or audit reports of approved
applicants in the second rule phase, I find that financial analysts or auditors frequently men-
tion significant decreases in expenses or main operating costs. The applicants may even
resort to recognising such implicit above-the-line items as fake revenue for manipulation.

3 McVay (2006) provides evidence of classification-shifting behaviour in the US capital market.

In Panel B of Table 4, there is one rejected case where the applicant misclassified recurring

expenses into non-recurring losses, and the regulator identified the misreporting and re-

quired rectification.
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standards and weak enforcement in an emerging market or transitional economy
(Black and Kraakman, 1996; Hay et al., 1996). Meanwhile, the evidence sets off the
effect of the institutionalisation of a profitability requirement on regulatory
enforcement.

It is worth noting that in view of the operating performance subsequent to the
regulatory decision, although approved applicants significantly outperform rejected
applicants, applicants approved after the institutionalisation only marginally out-
perform those approved before the institutionalisation, which is falling short of the
expectation. This suggests the necessity to further study firm behaviours after the
institutionalisation of the profitability requirement, and to further improve the rel-
evant regulatory system. For example, it is required after the institutionalisation
that net income after deduction of non-recurring items should be positive, which is
equivalent to setting a 100 per cent materiality threshold for non-recurring gains
(relative to net income). Such a specific bright line could only serve to prohibit the
applicant from recognising very material non-recurring gains. Once the applicant
recognises non-recurring gains with some materiality, say 80 per cent relative to net
income, the 100 per cent bright line will not be formally applicable to the firm, and
the regulator may exercise its sole discretion. Such inherent limitation of the bright-
line regulation has already been discussed in prior literature (Hay et al., 1996; Nelson,
2003). Therefore, future studies are justified to continue to explore the hidden fea-
tures of earnings management that are potentially induced by a specific institutional
change.
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