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R A= TR RRUR R TI S LA TR SN > E AR AR T b
ARz BFENARHEEM - AR RE L TTARNEIERR B RS E
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LA S RIS S R - Bk LA B B ST M ST B S
B Ao EERTERNNEASRENER - 2002441 > PEITER AT

A E I S TR TR A R AL T R ¢ R SR T — AR
W TEORERAATY B REE . AFEENG ESEESSEANER A
AR AT RS E— ERE L SR AT SIEALE M 4E » BT AEST
BLIFUA B T4 B AT LS T R A (H T A B N AL e T
T3 B 5 00 3 T A ST AR D s

B E A A2 904 A% o B LA St ) FRERL M - A 55 4 P 40 ) S R 2 S ) BB
B IR > B A b B R Al B A SRR S M B 2 A R A o R AL 1
T L B B BRI RS B o 0 B B AR R R Ay E AR
T LSRN - AL B R R B 2C B AR IR E R B R Hk s BRI
B WA HLIR CHISE (A1) B A8 B B0 A% 0« TIAT B3R 35 78 Lo 0 M T 40 14
WUEEERE S FEAKERIED - 4 BB IR LA R B 1 I AR
FREFEEEARK - B EE B R I R W
FERENERE oA FEREH AL RSB IE S EIRNER S
B T B AL T R LN AR UE P 2004 9F B F R o D0 R T S 2R PR B R
B ROVR S T SRS IO W R R AR AR AN T - A B AR

R MATATDEND ARRSREAS  BRRRS AR - EEGEE
S BEEEES - SRS AR - FIREANNE - (F RS EY
S TN ZEREAT T BRSSO B ) AR g
AR -



112 BRE B

B AR 25 A e O A L - TR - R E - M - Ak

oo VRSN CVARBISCT 51 R T R PR AR A B O R BAREN AR
ZHEMEZTFEFREANFD » S ANAEI 2002 EXALEERLEFER &
Ao m AT ORI LA AU L o R AR R M R e
32 TR B E LR > A RVAENLT R TR E —E R LE
ME AT - SREYIEE A R T L 714 R = T AR R A 2
RERITH > AR HEIRRHBAEETIFEREAREITEARE
SRR E IRAR S A BT S B - A A R I EEE — R b B MR 4
TIATH -

BTN HEARET AR - 8% > REFSCT EHABNERE
A EF 3 A B TR T R Y (incomc—increasing} MaATH - MELTHEA Y
AT — 220 R I D 2 (income-reducing) BAE AR o Bk B
PR B R EEN SRR SE - HTAERRME LRy 25T L FASEER
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—RPAUH Z AT o B0 b dEFIE A IR A S T L R P O Bt
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PHRRE AT R R TR AR AT o PO R B Y o Heal y and Wahien

(1999 5 B A8 T O T 8% R AR T — D 0Bl Er vk B AR 8 R WA 3 & e
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HAREHENRE - REE2001E5 AT EERE By EHEANER

H—B"hﬂﬁ“% s R . HEE J‘J BTN E RS EATINE > WAk AR
WEAEA - 546 BFEETRE ﬂlmﬂ_ﬁii’rﬂ%ﬁﬁbﬁ? BB AT N
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AT AR F L R S S 2 A RIS RERAEEER - 4N
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B EEM « Dechow eraf (1996) A CEO EGHEIEFELEHARES
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FUHERTABE XM FING — S IEMX - Brickley, Coles and Jarrell (1997}
W AT > K 80% BYSEEI A FIHY CEO RN HIES K - HE KM CEOM
AR TAASNERS W BUARNATERES - LA
— A A] DU S B S R R e AR TR e i By [BIUKPETS T EAREE
FoMAMNAEREE (Jensen, 1993) - 42 EHELA AL & — K H]
FTHEMEE - 02 RAEEAF KRG AR FEME FHTH &8, E AR
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» BERAR T
(—) BEERRE

A ) T 24 BRI AR ) RO R T CSMAR S5 O 488
44 T 0 I A T BRI - 2 YF AR BT CSMAR T 5 27 A 4 o
- BBEAREITRET CSMAR HMBLEWHIERE -

() HEFIEE _

AR “EETE Jones AT AN EBESFAE (D4) - kKEE
KA AR P AR MR REHITA o WEEE R TR AR ARER
FEMT - (1) CSMAR BIEEEILH 241 A R WA 2000 B84
TEHERSER 5 (2) BiRamelid s 4 (3) BIbRS WAz
BT 5% MeEl 37 &% (3) BlE—FdRELZRETHHE RAGEH AT 6
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Dechow, Sloan and Sweeney (1995) X[ H T JLEH BT3B #6478 &
FHB TS K "HEBIEDN Jones A" HWANEAE WA EEAWR
71 » Bartov, Gul and Tsui {2001) PR EEZFHFERLBERN lones A -
B AR B R T BE IR (Kothari, Leone and Wasley, 2005) - {E7E
Ak T R TR E BT A IR AT R R A AR E %R (Kothari,
Loutskina and Nikolaev, 2005) = % B 31T F 3 4 0 wf #F 2 & it F 7
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W R EIE RS IEE T B REE o B2EIER Jones B 1T IE
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TA, 1 ASales;, — AReceivable PPE,
= Po +f + B, +E&, (1
Assets; 4 Assets,, Assets, Assets
TA;, = (ACA, — ACL, — ACash, + ASTD,, — Dep,, )/ Assets;, * ()

HEERIAE (DAY BRFEITRS

TA, - 1 s ASales, — AReceivable, » PPE,
DA, = =[ P + 5 + 02 (3)
Assets;y Assets iy Assets Assets;
LB R Jones BT B S ETH (ASales) BHE T RN EL
# (AReceivable) » REF RS HENFEHAEEEHEHN - FHHEE MR
SETFESBTRAEL o tWEB RN Jones MR AT THIE » A NS IE

BRI ANE (TA) BB R B I A SR R R E A o Kochar,
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ABSTRACT

We analyse earnings management before negotiated state block transfers for a sample of
firms publicly traded on Chinese stock exchanges. Our results provide strong evidence that
it the block is transferred to related parties, corporate managerment tends to manage earn-
ings downwards, especially when the state shares transferred are privatised. If it is the larg-
est shareholder who transfers the state shares, corporate management will also take a hig
bath before the transfer, and the degree of earnings management is positively associated
with the size of the controlling shareholding. Hence, the behaviours of earnings manage-
ment before a transfer of state shares are mainly due to related party transactions and the
highlty coneentrated ownership structure in China. In order 1o prevent the devaluation of
Chinese state-owned assets, it is important to assure that the state biock transfers are open
and transparent. The reform of Chinese state-owned enterprises wili also benefit from estab-
lishing sound pricing mechanisms. Furthermere, we study the role of corporate governance
variables in the context of earnings management. We find that corporaie governance
variables, such as ownership structure and board of directors, also affect the reporting
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management; therefore, it is imperative to strengthen the establishment of a sound corporate
governance mechanism during the staie-owned enterprise reform.

We appreciate the valuable comments and advice from two anonymous reviewers of Ching
Accounting and Finance Review. The suthors are gratefu] to Professor In-mu Haw from
Texas Christian University, Dr Zhizhong Huang from Shantov University, Dr Lin 1.i from
Shanghai Institute of Foreign Trade, PhID candidate Xiuli Zhu from Shanghai University of
Finance and Economics, and PhD candidate Jianjun Niu from Peking University for their
vaiuable advice on the first draft of this paper. Scholars attending the International Confer-
ence on Accounting Standards sponsered by Xiamen University also previded comments
on this paper. The authors are responsible for the viewpoints and errors in this paper,
Yunkui Xue, Professor, Cheung Kong Graduate School of Business. E-mail: ykxue @ckgsb.
edu.cn.

Min Cheng, PhD candidate, School of Accountancy, Shanghai University of Finance and
Economics. Telephone: (021) 55042451, E-mail; chengminshufe @ 163.com.



140 Xue and Cheng

Keywords: Earnings Management, Corporate Governance, State Share Transfer, State-
owned Enterprise Reform

l. INTRODUCTION

Accountants and financiat economists have recognised for years that firms show
latitude in applying accounting rules to manage their reported earnings in a wide
variety of contexts. Earnings management occurs when corporate insiders use their
discretion in financial reporting and in structuring transactions either to mislead
the outsiders about the underlying economic performance of the company or to
influence contractual outcomes that depend on reported earnings (Healy and
Wahlen, 1999). Cohen, Dey, and Lys (2004) find that earnings management in-
creases steadily from 1997 to 2002. Wang et al. (2005) also find empirical evidence
of earnings management to avoid reportiug fosses using a sample of Chinese listed
companies from 1995 to 2003, Earnings management behaviours tend to increase
from 2001 to 2003 and become more covert. The frequency and extent of earnings
management reflect how well the investors are protected in reality. At worst, earn-
ings management may result in accounting scandals, such as the widely reported
cases involving Enron, Merck, WorldCom, and other major US corporations. The
US Congress responded to the spate of corporate scandals that emerged after 2001
by passing the Sarbanes-Oxley Act (SOX) in June 2002. SOX requires public com-
panies to make sure that the audit committee under the Board of Directors has expe-
rience of applying generally accepted accounting principles (GAAP) in calculating
estimates, accruals, and reserves. In China, ownership structure is highly
concentrated, and about two-thirds of all shares are not tradable on the open market,
causing serious agency probilems between the controlling shareholders and other
shareholders. Some studies show that it {s very common for the controlling share-
holders to expropriate the interests of Chinese listed companies through cash bor-
rowings or asset transactions {Li, Sun, and Wang, 2004; Li, Yu, and Wang, 2005).
The Chinese Government has thus promulgated a number of regulations requiring
listed companies to establish a sound governance structure. For instance, the China
Securities Regulatory Commission (CSRC) issued the Guidelines on Establishing
the Independent Director System in Publicly Listed Companies (PLCs) in May
2001, which requires PLCs to hire independent directors who play an important
role in corporate governance, as shown in empirical studies. In the following year,
the CSRC promulgated the Principles of Publicly Listed Company Governance,”
which provides policy outlines for the PLCs to establish a sound governance
structure. All these developments raise the question of whether corporate gover-

* The Principles of Publicly Listed Company Governance standardise governance mecha-
nisms in detail from eight aspects, including shareholders and shareholders’ meetings, con-
trolling sharehelders and PLCs, directors and the board, supervisors and the supervisory
committee, performance evaluation and the incentive mechanism, stakeholders, informa-
tion disciosure, and transparency; in pasticular, requirements about the systems of indepen-
dent director and cumuiative voting have been stipulated.
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nance mechanisms, apart from government regulation and industry self-discipline,
can serve to increase the quality of financial reporting.

Since the 1990s, China has been devoting considerable effort to privatising and
restructuring the state-owned enterprises (SOEs). Government policies prescribe
that state ownership should be reduced in some competitive industries, which ac-
celerates the reform of SOEs and promotes the optimisation of state ownership
structure. Business capital is encouraged to participate in the restructuring of SOEs
by means of mergers and acquisitions. State shares are often wransferred from
government agencies to SOEs or to other firms. In some cases, state ownership is
privatised. Many problems go with the transfer of state shares, of which the most
important is how to value the state ownership. The Chinese Government stipulates
that the price of any state share transfer shouid not be less than the latest equity per
share (EPS) of the company. In practice, state shares are often transferred based on
the latest andited EPS. As Chinese state shares are transferred mainly based on
accounting figures, will corporate controllers manipulate the transfer price through
earnings management for their own benefit? In 2004, Professor Larry Lang from
the Chinese University of Hong Kong published three articles that criticised some
companies for purchasing state-owned assets at squeezed prices by various means,
viokating the interests of medinm and small shareholders. These articles initiated
extensive discussion about the allocation and efficiency of the property rights
reform in China. The public and many economists participated in this heated
discussion.” In this study, we examine earnings management using a sample of
listed firms experiencing changes in state ownership in 2002. We find that corporate
management tends to manipulate earnings downwards in order to lower the transfer
price of state shares for private benefits. Furthermore, big-bath earnings manage-
ment before the state share transfer is mainly due to related party transactions and
the highly concentrated ownership structure in China. Sound mechanisms of corpo-
rate governance can restrain earnings management behaviours.

This paper contributes to previous research in three aspects. first, studies
on earnings management behaviours of Chinese listed firms mostly focus on
income-increasing earnings management, but our study provides evidence of
income-reducing earnings management. Second, we examine big-bath earnings
management before the transfer of state shares, which few studies have dealt with,
Our results of descriptive analyses and regressions indicate that if state shares are
transterred to related parties, corporate management tends to manage earnings, es-
pecially when the state shares transferred are privatised. Furthermore, we find that
if the sellers of state shares are large corporate shareholders, management tends to
reduce earnings to an extent greater than normal, The controlling shareholder, hav-
ing a higher stake, has larger discretionary powers to manage earnings. Finally, we
test the impact of corporate governance on earnings management, and find that

% This debate also arcused much attention from some government agencies. The State-owned

Assets Supervision and Administration Commission began to investigate the problem of
state assets devaluation, especially the issue of management buyout.
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strong governance mechanisms can restrain earnings management to a certain
extent.

The remainder of the paper is organised as follows. Section 11 infroduces the
instintional background in China and briefly reviews the literature on earnings
managemeni; Section 111 develops the hypotheses; Section IV presents the data and
methodology; Sections V and VI present the empirical results; and Section VII con-
cludes the paper and discusses some limitations of the research.

IL INSTITUTIONAL BACKGROUND AND LITERATURE REVIEW

2.1 Pricing of the State Share Transfer

Theoretically, the valne of equity should be equal to the present value of corporate
future cash flows. In overseas sophisticated markets, the stocks are tradable, and the
valuations of stocks to be transferred are based on public market prices. However,
the state shares and legal person shares of Chinese PLCs are untradeable, resulting
in the absence of an open and transparent mechanism for market pricing. In
addition, PLCs seldom pay cash dividends so it is impossible to value state shares
based on persistent cash flows. Alternatively, book equity per share is used for the
valuation of state shares. In fact, the relevant rules and laws provide that the pricing
of a negotiated transfer of state shares should be based on the equity per share,
return on equity, return on investment, the iatest market prices, and a reasonable
price-to-earnings ratio, but shouid not be less than the value of equity per share. In
2000, the Ministry of Finance promuigated interim rules, which stipuiate that when
state shares are transferred to non-state-owned enterprises, the transfer price per
share should not be less than the latest andited value of equity per share. This re-
quirement relates tranpster prices of state shares to equity per share. The CSRC also
considers equity per share as an important standard in regulating share transfers,
and prescribes that the offer price of uniradeable shares should not be less than the
latest audited value of equity per share of the offeree.

Book values are known to be the product of historical cost measurement. They
are different from the real market values of assets, For example, some items, such
as three-year-old or older receivables and long-term deferred expenses, are in-
cluded in the calculation of equity per share, which cannot reflect the real financial
conditions of the company. Under the current conditions in China, it is unrealistic
to implement market valuation in one step, but as transactions of mergers and ac-
quisitions increase, the concept of valuation also changes with the development of
the market. In 2003, the State-owned Assets Supervision and Administration Com-
mission {SASAC) indicated that the transfer prices of state shares of PLCs should
take into account corporate profitability and market prices, and shoutd not be less
than the equity per share. The SASAC also emphasises that asset valuation should
be conducted by a qualified institution before the transter of state property; the asset
price estimated is then used as an iimportant reference for transfer pricing. This
shows that not only historical costs but also estimated future cash flows are used for
ascertaining prices of state shares. All these illustrate that the Government is trying
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to reduce limitations in book valuation and pay more attention to corporate {ntnre
profitability for state share transfers.

In the past, after the local government and the acqnirer reached an agreement on
the transter price of state shares, generally the Ministry of Finance wonld ratify this
agreed price. But from 2003 onwards, the SASAC gives more consideration to ac-
cepting the agreed transfer price of state shares. Sometimes it happens that the
transfer price is increased by the SASAC, such as the case in Shuanghui Develop-
ment {000895). Moreover, Shiqishiye (600240} stated in its public announcement
that the transfer price of corporate state shares was increased from RMB4.40 to
RMB35.32 per share. This shows that the SASAC fnnctions as an agency institution
of state asset ownership and strictly monitors the transfers of state shares. In fact,
since the establishment of SASAC, the transfer prices have risen gradually in terms
of equity per share. The top management of SASAC reiterates that it is forbidden to
sell state-owned assets at extremely low prices or by means of self-churning. To
sum up, the prices of state shares should be finally ascertained through the bargain-
ing between the sellers and the buyers. Currently, since there does not exist an open
and transparent bidding mechanism, state shares are transferred through private
agreements between the state share agencies and a few acquirers, and the transfer
prices are based on book equity only, thereby resulting in the devaluation of state-
owned assets. Hence, as the watchdog on state-owned assets, the SASAC needs to
monitor closely the transfers of state shares by PLCs.

2.2 Earnings Management Literature Review

2.2.1 Opportunistic Earnings Management

Healy (1985) starts the research on opportunistic accruals management, and con-
cludes that managers use accruals to strategically manipulate bonus income. For
example, managers can defer income through accruals when an earnings target for
a bonus plan cannot be reached or when bonnses have already reached the maxi-
mum levels. More recent work focuses on the use of earnings management to affect
stock prices, which can influence the wealth of managers. Indeed, considerable evi-
dence relates managerial compensation to a higher degree of earnings management.
Gao and Shrieves (2002), Bergstresser and Philippon (2004), Cohen, Dey, and Lys
(2004), and Cheng and Warfield (2005) all find that the use of discretionary accruals
and earnings management is more prevalent at firms where top management com-
pensation is more closely lnked to stock prices, especially those firms offering
stock option plans for employees. Healy and Wahlen (1999) condnct a comprehen-
sive review of the academic evidence on earnings management and its implications
for regulators and accounting standards developers. They define earnings manage-
ment as an opportunistic behaviour of insiders who use their discretion in financial
reporting and in structuring transactions either to mislead outsiders about the finan-
cial performance of the company or to influence contractual outcomes that depend
on reported earnings figures. They summuarise the motivations of earnings manage-
ment as the manipulation of financial statements in order to raise money from secu-



i44 Xue and Cheng

rities issuance, to increase management compensation or to keep management
positions, to avoid violating debt covenants, or to increase or decrease regulatory
costs.

Owing to the speciat stock issuance system, the investment and financing system,
and corresponding regulatory systems in China, earnings management and profit
manipulations are fairly common in Chinese PLCs (Jiang, 1997; Chen and Yuan,
1998; Chen et al., 2000; Li, 2001; Wei et al., 2000). Jiang and Wei (1998) document
an abnormally large percentage of firms with the return on equity slightly above 10
per cent from 1994 to 1997. The authors interpret these sharp spikes in earnings
distributions as evidence of earnings management. These studies argue that firms
manage earnings to avoid reporting losses or a decrease in earnings, or to avoid
missing analysts’ forecasts, or to comply with government regulations. Although it
is often reported that the transfer price of state shares is manipulated, few studies
are concerned with earnings management in the context of Chinese state share
transfers. He and Ni (2005} analyse earuings manipulation behaviours during the
process of management buyout (MBO) using data of 15 Chinese listed companies,
Their conclusion is that there is no evidence of earnings manipulations by insiders
one year before the MBO, but this cannot exciude the possibility of earnings man-
agement in MBO companies. They only select several public MBO companies,
which cannot depict the overall picture of carnings management in state share
transfers. After all, many corporate state shares are not transferred to managers or
companies conirolled by them.

2.2.2 Earnings Management and Corporate Governance

There are few studies on the impact of corporate governance on earnings
management. Some authors (e.g. Dechow, Sloan, and Sweeney, 1996; Beasley,
1996) investigate the relationship between fraud and board characteristics, but do
not focus on the use of discretionary accruals allowed in accounting policies. Klein
(2002) shows that board characteristics, such as the independence of the audit
committee, predict lower discretionary accruals. However, she focuses on the abso-
Iute rather than signed accruals. Warfield, Wild, and Wild (1993) also examine the
impact of corporate governance variables on earnings management. They find that a
high level of management ownership is positively correlated with the ability of
reported earnings to explain stock prices. They also examine the absolute value of
discretionary accrualis and find that it is inversely related to the size of management
ownership. Like Klein, they conciude that corporate governance variables may
affect accounting policies, thereby affecting the informativeness of reported
earnings. Barnings maunagement research literature on Chinese listed firms is
plentiful, but most of these studies have not found out who have dominated the
earnings management behaviours, and why the Chinese PLCs have such strong
motivations to manage earnings. Studies by Liu and Lu (2002) provide some an-
swers to these probiems. For the first time, they study earnings management in
terms of agency problems between the larger and smail shareholders. They consider
that earnings management is related to transfers of resources from PLCs to the con-
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trolling shareholders. The more discretion controiling shareholders have in trans-
ferring resources, the greater is the extent to which they manage earnings.
Meanwhile, the stronger the level of corporate governance, the harder the control-
ling shareholders manage earnings. Therefore, they indirectly prove the expropria-
tion by controlling shareholders through examining the correlations between
earnings management and corporate governance. Zhang and Guo (2006) analyse
the effect of controlling shareholders on earnings management using a sample of
456 companies launching seasoned equity offerings. They find a U-shaped relation-
ship between the extent of earnings management and the size of controlling
shareholding. Through earnings management, the controlling shareholders realise
expropriations of the wealth of small shareholders, which cause decreases in the
market value, reputation, and further financing ability of the PL.Cs. Using a sample
of 131 Chinese listed firms in the basic materials sector, Ming and Wong {2003)
find that firms that are controiled by a corporale group engage in a larger number of
related party transactions than firms that are not. For listed firms controlled by a
corporate group, the results show that they report abnormally high levels of related
party sales, mainly with the controlling shareholders and other member firms in the
group, when such listed firms have incentives to inflate earnings to avoid being
delisted or prior to issuing new equity. Once they have generated higher free cash
flows, they will divert resources back to the group through providing other member
firms with generous trade credits. Chen and Wang (2005) analyse the relationship
between refated party transactions and ownership structure. Their results show that
the size of a related party transaction is significantly and positively correlated with
ownership concentration.

lfl. DEVELOPMENT OF HYPOTHESES

3.1 Chinese State Share Transfer and Earnings Management

Demsetz (1967) distinguishes three forms of ownership: communal ownership, pri-
vate ownership, and state ownership. Private ownership implies that the owner has
the right to exclude others from exercising the private rights of the owner, whereas
state ownership implies that the state may exclude anyone from exercising a right as
long as the state follows accepted political procedures for determining the use right
of state-owned property. The primary function of property rights is to guide incen-
tives to achieve a greater internalisation of externalities. As far as state ownership is
concerned, government agencies are elected to execute these property rights. In
China, the state shares are directly owned by the Government or its wholly owned
institutions. The officials managing state shares collect and re-allocate resources
obtained from corporate activities to serve the governmental interests rather than
commercial interests. They are not rewarded based on the performance of the SOEs
they monitor. All dividend revenues from the companies under their control are
submitted to the Ministry of Finance or to the local authorities. Based on the above,
we argue that officials of Chinese government agencies have no residual cash flow
rights from the companies they monitor, and thus conclude that they have weak
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incentives to screen behaviours of eamnings manipnlation before the transfer of state
shares. In addition, administrative officials usually have little expertise in managing
business firms and are not familiar with the specific industry; it is difficult for them
to evaluate management decisions. In China, there is anecdotal evidence of manag-
ers or the controlling sharcholders “looting” firms through related-party
transactions. Therefore, we infer that the actual controfler will manage earnings for
private benefits when state shares are transferred to refated parties, which causes
state shares to be sold at a lower price, especially when state shares are privatised so
that the natnre of property rights is changed from pubfic 1o private. Owing to the
exclusiveness of private ownership, residual cash flow rights and control rights are
unified, and corporate controllers have greater incentives to manage earnings. We
thus develop the following hypothesis:

H : Corporate management will tend to manage earnings when state shares are
transferred to related parties, especially when state shares are privatised.

Corporate ownership is highly concentrated in China. As the controlling share-
holders have both incentives and abilities to expropriate the minority sharehoiders
for their own benefit, their decisions are often uncontestable, especially when the
legal systems are weak, and corporate governance mechanisms are ineffective
(Shleifer and Vishny, 1997; La Porta, Lopez-De-Silanes, and Shieifer, 1999;
Johnson et af., 2000). The ownership structure potentially affects the financial re-
porting of the firms. The controlling shareholder oversees the acconnting policies
and is perceived to have strong opportunistic incentives (o0 manipulate earnings for
private benefits. Fan and Wong (2002) find that concentrated ownership creates
agency conflicts between the controlling owners and outside investors.
Conseqnently, the controlling owners are perceived (o report accounting informa-
tion for self-interested purposes, causing the reported earnings to have lower infor-
mativeness to investors. For transfers of state shares in China, the valuation of state
shares is mainly based on book eqnity per share. However, accounting information
is produced and supplied by corporate managenent that is controlled by the largest
shareholder. The controlling shareholders are thus more informed of the real corpo-
rate situation than outside investors or minority shareholders, leading to incentives
for the controlling shareholders to engage in opportunistic earnings management.
In addition, the accounting characteristics of accruals provide flexibility for con-
trolling shareholders to manage earnings using such items as credit sales and bad
debt provisions. As a result, if it is the controliing shareholder who transfers the
state shares, corporate management will have incentives to manage earnings for
private benefits. And a larger size of the controlling shareholding allows the share-
holders to have more discretion to manipulate earnings for the transfer of state
shares. This leads to the development of the second hypothesis:

H,: If the largest shareholder transfers the state shares, a higher proportion of
shares held by the controfling shareholder will mean more discretion for him or
her te engage in earnings manipulation for private benefits.
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3.2 Corporate Governance and Earnings Management

Corporate governance variables have been shown to affect firm behaviours and per-
formance in various contexts. Hence, we hypothesise that the governance structure
will affect the intensity of earnings management. Such variables including owner-
ship structure and board characteristics are detailed below.

3.2.1 Nature of the Controlling Shareholder

The largest sharcholders of Chinese PLCs are mainly classified as government
agencies, holding companies, state-owned enterprises, and non-state-owned firms.
Nie et al. (2003) find that PLCs whaose controlling shareholders are government
agencies have poorer overall performance than other PLCs. As the ultimate
shareholders, the government agencies generally have the right to deploy assets and
appoint managers, bnt have no residual cash flow rights. Therefore, when the con-
trolling shareholders are government institutions, they have weak incentives to
monitor management, and discretionary accruals could be used for earnings man-
agement before the state share transfer.

3.2.2 Second Block Holder

Pagano and Roeli (1998) argue that an ideal ownership structure needs the co-
existence of several block holders, which can internalise private benefits by moni-
toring one another. La Porta ef al. (1999) also find that the second shareholder with
enough votes could limit exploitation from controlling shareholders. Chen and
Wang (2005) find that the size of a related-party transaction is significantly and
positively correlated with ownership concentration; an increased number of block
holders having a stake of at least 10 per cent can help reduce the size and probabil-
ity of related-party transactions. As ownership is highly concentrated in Chinese
PL.Cs, we set the benchmark for second block holding at 10 per cent; if there exists
any second block holder having a stake of at least 10 per cent, monitoring of the
large shareholders could be enhanced, and there will be less use of discretionary
accruals for earnings management before the state share transfer.

3.2.3 Ownership Concentration

In Chinese stock markets, the ownership concentration of other block holders plays
an important role in corporate governance. Although sometimes the largest share-
holder has absolute control, the unification of other block holders could challenge
the controlling shareholder through a proxy contest. For their own benefit, other
block holders may restrain earnings management and exploitation from the control-
ling shareholders. In this study, we use the Herfindahl index to measure the concen-
tration of ownership. We define the Herfindahl index as the sum of squares of the
second to the fifth largest voting stakes. A higher index means that the shareholders
are more capable of monitoring one another. Accordingly, corporate management
will engage in less earnings manipulation.
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3.2.4 Size of the Board

Board size is an important factor that influences the efficiency of the board.
However, there is no consistent research conclusion about the relationship between
board size and its efficiency. Jensen (1993) argues that small boards are more effec-
tive in monitoring the actions of the chief executive officer (CEQ), as large boards
tend to obey such norms as politeness and courtesy, and are therefore easier for the
CEO to control. On the other hand, large boards can provide better social relations
and empirical knowledge for the firm. Beasley (1996) finds that the board size is
positively correlated with the probability of financial fraud. As prior empirical con-
clusions are inconsistent, we cannot make a judgmeut about the relationship be-
tween earnings management and board size.

3.2.5 Independent Directors

The board of directors plays an important role in monitoring corporate
management. ludependent directors can even act as a weapon against managerial
opportunistic behaviours to help reinforce internal governance mechanisms
(Rosenstein and Wyatt, 1990). Jensen (1993) shows that a higher proportion repre-
sented by the independent directors on the board can enhance the role they play in
monitoring managerial opportunistic behaviours. Forker (1992) finds that indepen-
dent directors help improve the quality of financial reporting and reduce the prob-
ability that management will get improper benefits from hidden infornation. Cui
(2004) also finds that independent directors can improve corporate transparency to
a certain extent. The Chinese regulator introduced the system of independent direc-
tors in 2001, whose professional background means that they are considered to be
more capable of carrying out their monitoring functions than other directors.
Moreover, independent directors are motivated to monitor and make suggestions to
corporate management for the sake of reputation. Hence, corporations with inde-
pendent directors are less likely to manipulate earnings,

3.2.6 Ouiside Directors

A considerable body of literature has discussed the impact of the board
composition. Boards dominated by outsiders should be in a better position to moni-
tor and control managers because the boards are more independent of the managers
(John and Senbet, 1998). In addition, outside directors can provide the firm with
more comprehensive knowledge and experience, and thus facilitate their role
of monitoring. A number of studies {ind a link between the seat proportion held
by outside directors and financial performance as well as shareholder wealth
(Brickley, Coles, and Terry, 1994; Byrd and Hickman, 1992; Subrahmanyan,
Rangan, and Rosenstein, 1997; Rosenstein and Wyatt, 1990). These studies consis-
tently find better stock returns and operating performance when the seats held by
outside directors on the board represent a significant percentage, Consequently, if
outside membership on the board can enhance monitoring, a higher percentage
of outside directors will mean a lower possibility for earuings management; by the
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same token, more inside directors will Jead to a higher probability that corporate
management will manipulate earnings.

3.2.7 CEO/Chair Duality

In about 80 per cent of U.S. companies, the CEO is also the Chatrman of the Board
{Brickley, Coles, and Jarrell, 1997), The adoption of CEQ/Chair duality is also
common in most Chinese companies. The CEO has more powers when he or she
also chairs the board, potentially allowing the CEO to have more discretion in
managerial decisions. With the dual position, the CEQ can effectively control infor-
mation available to other board members, and the effectiveness of monitoring by
other board members is reduced (Jensen, 1993). As monitoring become less
effective, the CEO/Chair duality could lead to income-reducing earnings manage-
ment before the state share transfer.

IV. DATA AND METHODOLOGY

4.1 Data Source

The data on state share transfers are sourced from merger and acquisition informa-
tion contaiued in the CSMAR database system, which is one of the main informa-
tion providers of the Chinese stock markets. We also obtain financial data and
corporate governance data from the relevant CSMAR databases.

4.2 Sample Selection

We use the modified Jones model to estimate discretionary accruals, which measure
earnings management before the state share transfers. From the CSMAR database,
we identify 241 state share transfers during 2002, For these 241 events, we exclude:
(1) three companies in the financial indnstry; (2) 37 companies for which the per-
centage of state shares transferred is less than 5 per cent; {3) 43 companies with
more than one state share transfer within six months daring 2002; (4) 31 companies
that have not completed their share transfer trausactions, or for which the transfer
prices are not available; and {5) 24 companies for which the nature of new share-
hoiders or related parties is unknown. Finally, we combine some transferee obser-
vations that involve the same transferor, and then we are left with a final sample of
51 observations.

4.3 Variables and Models

4.3.1 Discretionary Accruals

Dechow, Stoan, and Sweeney (1995) compare several models of accrual manage-
ment and conclude that the modified Jones model is most effective in detecting such
management. Bartov, Gul, and Tsui (2001} also support the use of the modified
Jones model. Despite concerns about its explanatory power (Kothari, Leone, and
Wasley, 2003), this model remains the most popular model for estimating accrual
behaviours (Kothari, Loutskina, and Nikolaev, 2005). Discretionary or abnormal
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accruals are the difference between the actual and normal accruals, where normal
accruals are often estimated by using a regression formula. The modified Jones
model estimates normal accruals with the following equation:

TA, 1 ASales;, — AReceivable, PPE,;
= 3 + [ + 2 Eir, 1)
Assets, Assets;. Assets;,_, Assets;,,
where:

TA, = total accruals of firm i for year r;

Assets, = total assets of firm i for year #;

ASalesH = the change in sales of firm i for year t;

AReceivable, = the change in accounts receivable of firm i for year r;
PPE,_ = net value of property, plant, and equipment of firm i for year ¢, and
£= error.

Total accruals = the change in curreat non-cash assets — the change in current
liabilities — the change in cash and cash equivalents + the change in short-term
debts (including long-term debts maturing within one year) in current liabilities —
depreciation of fixed assets, where the change (A} is computed between years 7 and
r-1. :

The discretionary accruals (DA ) are then measured as follows:

i 2

DA = TA, “(Ao 1 + 8 ASales, ~ AReceivable, N B PPE, ), 2)
Assets; Assets;, Assers;.,

ASSEIS;;-;

where the inverted “v” signs denote estimated values from regression equation (1).
The inciusion of AReceivable, in regression equation {2) is a modification of the
Jones model. This variable atteinpts to capture the extent to which a change in sales
is in fact due to aggressive recognition of questionable sales.

One criticism of the Jones model is that the impact of financial performance on
accruals should have been taken into account. Kothari, Leone, and Wasley (2005)
show that matching firms hased on operating performance give the best measure of
discrettonary accruals, and that including the return on assets (ROA) on the right-
hand side of equation () improves the performance of the Jones model. Therefore,
we also use an augmented Jones model for estimating discretionary accruals as
follows:

TA; 1 ASales, — AReceivable, PPE,;
= [y + B; + il
Assels,., Assers;., Assets,, Assets;,
+ B ROA, + &, (3
DA, = TA, M( Ao 1 N A; ASales;,, — AReceivable,

Assets;,_, Assets;_, Assets;

(4)
~  PPE, P
+ 5 —-———~'—-+[51R0A;—,J

2
ASSGIS,‘!_;
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Large values of discretionary accruals are conventionally interpreted as indica-
tive of earnings management. Since discretionary accruals can be used to both in-
crease and decrease earnings, in some contexts (Klein, 2002; Cohen, Dey, and Lys,
2004) the absolute value of discretionary aceruals is a more appropriate measure for
determining whether earnings management occurs. Bergstresser and Philippon
{2004) study both signed and absolute accruals. Therefore, we also use absolute
discretionary accruals to measure the extent of earnings management in the robust-
ness check.

4.3.2 Hypotheses Test Models
Model to test H :

DA, =y + o Relate, + o, Private, + a3 Private * Relate, + . Firsttrans,
+ os Firsttrans * Relare, + a;Transshare, + ot Premiuny,
+ o Firsitrans * Private + g, (5)

Model to test H:

DA, =y + oy Relate;, + o, First, + e Firsttrans, + 0 Firsttrans®First,
+ o5 Firsttrans® Relate;, + asTransshare;, + o; Premivm, + g, 6)

Model to test the impact of corporate governance variables on earnings
management:

DA, = 0y + oy Nature,, + A First, + a;Second;, + a,Share(2 - 5),
+ ds Duality, + agBoardsize, + o ndepboard,,
+ agManageboard, + asHolderboard, + €, (7}

V. DESCRIPTIVE STATISTICS

Figure 1 Price premiums of sample companies
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Table I Definitions of Variables

Variable Description

Relare Dummy variable, which takes the value of 1 when the state shares
are transferred to related parties, and 0 otherwise.

Private Dummy variable, which takes the value of 1 when the state shares
transferred are privatised, and O otherwise.

Private*Relate Product of Private and Relare.

Firsttrans Dummy variable, which takes the value of 1 when it is the

Firsttrans™ Relate
Firsttrans™ Private
Transshare
Premium

First
Firsttrans*First
Nature

Second
Share(2-5)

Duality

Boardsize
Indepboard

Manageboard
Holderboard

controlling shareholder who transfers the state shares, and 0
otherwise.

Product of Firsttrans and Relate.

Product of Firstirans and Private.

Proportion of transferred state shares.

Price premium of the state share transfer, which is defined as
Premium = (PPS-EPS)/EPS, where PPS represents the transfer
price per share, and EPS the equity per share.

Proportion of shares held by the controlling shareholder,

Product of Firsttrans and Firs:.

Dummy variable, which takes the value of 1 when the controlling
sharehotder is a govérnment agency, and () otherwise.

Dummy variable, whieh takes the value of T when the second
block holder has a stake of at least 10 per cent, and 0 otherwise,

Sum of the squares of proportions of shares owned by the second
to the fifth shareholders.

Dummy variable, which takes the value of T when the CEO also
chairs the board, and 0 otherwise.

Natural logarithm of the number of board directors.

Dummy variable, which takes the value of 1 when the company
has outside independent directors, and 0 otherwise.

Proportion of insider directors.

Proportion of outside directors,

Figure 1 describes the price premiums of state share transfers of the sample
companies. The price premium is defined as Premium = (PPS~-EPS)/EPS, where
PPS represents the transfer price per share, and EPS the equity per share. The pre-
mium is approximately zero for about ane-third of the sample companies, showing
that the transfer price of state shares is mainly based on the equity per share. The
price premiums of some companies are one to two times the equity per share, and
only two companies show a premium exceeding twice the equity per share. As indi-
cated by the X—axis, about one-sixth of the companies have a transfer price per
share less than equity per share. These firms often have financial problems before
the state share transfers, in which profitability is also taken into consideration.
These figures clearly show that the equity per share is an important indicator in the
valuation of state shares. We then examine changes in the equity per share relative
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to the year of transfer to analyse whether companies engage in earnings
management.

Table 2 Changes in Equity Per Share Relative to the Year of Transfer (f = 0}

Years relative to the year of share transfer

~2 - +1 +2

Private =0
Mean 0.266%* (0.029 0.087 (0.338)  0.124**% (0.027) -0.100 (0.255)
Median  0.041* (0,100 -0.105 (0.613) 0.122%%% (3,004) 0.054 (0.700)

Private = 1
Mean 0.392%%% (0.006) 0.178%*% (0.034)y 0.083 (0.285) 0180 (0.1534)
Median  Q.177%%% (0.0060) -0.025 {0,359y 0.146%= (0.000y  0.062 (0.856)

Relate =0
Mean 0.467%** (0.001 0.188%% (0.027)  0.184%** (0.000) -0.130 {0.225)
Median  0.126%%* (0.003) -0.045 (0347 0.134%* (0.000)  0.081  (0.699)

Relate = 1 ’
Mean 0.178 {0.952) 0.080 (0.376) 0.020 (0.801y  —-0.150 (0.176)
Median 0.063 (0.191y —0.054 (0.648) 0.133%* (0.014) 0.045  (0.624)

Total
Mean 0.330%** {0,000) 0.134%%  (0.029) 0.103%* (0.032) —0.140%* ((.049)
Median  O.105%%% (0.002) —0.053%%% (0.009) 0.134%* (00000 0062 (0.879)

Notes: The change in the equity per share for year ¢ relative to the year of transfer (= 0) is
defined as DEPS = EPS - EPS, where DEPS represents the change in the equity per share.
The p-values for the t-test of mean DEPS and the Wilcoxon signed-rank test of median
DEPS are reported in brackets. *, #%, and *** denote statistical significance at the 10 per
cent, 5 per cent, and 1 per cent levels, respectively.

Table 2 presents the means and medians of DEPS for the entire sample and for
four sub-samples comprising firms where the state shares transferred are privatised
{Private = 1) versus firms where the state shares transferred are not privatised
{Private = 0), and firms where the state shares are transferred to related parties
{Relate = 1) versus firms where the state shares are not transferred to related parties
{Relatre = 0}. Two-tailed t-tests for the significance of means are reported, as well as
Wilcoxon signed-rank tests for the significance of medians. The number of obser-
vations varies according to data availability.

For the entire sample, we detect the significance of DEPS before and after the
year of trausfer. The medians of DEPS are 0.105 and ~0.053 for years -2 and -1,
respectively, both significant at the 1 per cent level. The EPS decreases dramati-
cally and obviously take a big bath before the year of transfer. However, the DEPS
begins to rise after the share transfer. The medians of DEPS are 0.134 and 0.062 for
years +1 and +2, respectively, and the median for year +1 is significant at the I per
cent Jevel. These results snggest that earnings management is associated with state



154 Kue and Cheng

share transfers. The mean of DEPS is positive before and after the year of transfer,
and it is possible that the mean is influenced by extreme values.

For the four sub-samples, the medians of DEPS are all negative for year -1 and
positive for year -2, and the medians for year 2 show significance, providing evi-
dence of earnings management before the year of transfer, In addition, the medians
are all positive for years +1 and +2, and the medians for year +1 are very significant,
suggesting that such earnings management may take a big bath prior to the share
transfer and boost future earnings after the transfer. Similar to the results for the
entire sample, the means of DEPS are positive before and after the year of transfer;
we do not intend to describe these resulis in detail because they are easily influ-
enced by extreme values.

Although the EPS patterns in Table 2 provide evidence consistent with earnings
management, it is hard to distinguish between earnings manipulations and timing
the year of transfer to coincide with high transitory earnings. Mareover, these pat-
terns may be caused by the sample selection bias since it is likely that state shares
are transferred by those firms that perform poorly. The subsequent rise in EPS may
simply be a mean reversion of low EPS for the year of transfer. These two issues are
addressed in Table 3, which analyses four earnings components, namely total ac-
cruals (74 ), operating cash flows (OCF ), the annuval change in accounts receivable
(AAR ), and the annual change in inventory (A/NV ). Each component is scaled by
net cash sales (NCS) for year £, which is defined as [NS — (AR — AR )], where NS,
designates net sales for year £. Any change in the earnings componenis for year ¢
relative to the year of transfer is defined as DX = X/(NCS ) — X /(NCS ), where X
designates any of the four earnings components: 74, OCF, AAR, and AINV.

The change in accounts receivable measures whether firms reduce their credit
sales in the year prior to the share transfer. A sharp decline in the change in accounts
receivable aver cash sales before the transfer would suggest that the company uses

Table 3 Methods of Earnings Management

Years relative to the year of share transfer

-2 ~I +1 +2
DA, Mean —0.10% (0.08)  —0.02%*% (0.01}) 3.38%F (0,03  0.25 (0.306)
Median 0 (0.40) 0 (0.28) 004 (0357 0 (0.88)
DAAR,  Mean 0 (0.66) —0.10%% (0.03) 0.01 (073 018 (0.37)
Median 0 (0.55) 0FFE (0.00) 0 (0.88y O {0.86)
DAINV  Mean ~0.20 (0.12) -0.20% (0.06) 4.01 (0.32) —4.10 (03D
Median 0 (0.69) 0* (0.1 0 (0.97y  0.02 (031
DOCF Mean 0.10 (0.25) 0 074y -3.40 (0.31) -0.20 (0.36)
Median 0.02 (0.45) 0 {0.47) 0 0.68) 0.02 (0.81)

Notes: The p-values for the t-test of mean DEPS and the Wilcoxon signed-rank test of median
DEPS are reported in brackets. *, ** and *** denote statistical significance at the 10 per
cent, 5 per cent, and I per cent levels, respectively.
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reduced credit sales to decrease earnings temporarily. Accounts receivable will
drop and inventory will rise.

The medians and means of the changes in earnings components, DTA, DAAR,
DAINV, and DOCF, are presented in Table 3. The results indicate a statistically
significant and negative DTA for both years —1 and —2 with the means at —0.02 and
~0.10, respectively. After the share transfer, DTA rises dramatically with the mean
at 3.38 for year +1 and the significance at the 5 per cent level. Obviously, the com-
panies take a big bath to manage earnings before the state share transfers. The mean
of DAAR is —0.10 for year —! and significant at the 5 per cent level, suggesting that
the companies may have engaged in accrual management by reducing credit sales
before the year of transfer. The evidence of the patterns of EPS and accruals sug-
gests that the lower EPS before the state share transfer is mainly the result of accru-
als rather than operating cash flows. These results indicate that earnings manage-
ment is found among the Chinese enterprises for the state share transfers, and ac-
counting accruals are used for this purpose,

We use the modified Jones model to estimate discretionary accruals from year
2000 to year 2004 (see Figures 2 and 3). We classify the sampte into three sub-
samples, namely Private, Relate, and Firstirans; Private represents the sub-sample
of companies where state shares transferred are privatised; Relate represents the
sub-sample of companies transferring state shares to related parties; and Firstfrans
represents the sub-sample of companies where it is the largest shareholder who
transfers the state shares. In Figures 2 and 3, we plot the trend lines of discretionary
accruals for all sub-samples. As depicted in these two figures, all trend lines turn
upwards at the same point at year 2001 for both the means and the medians of
discretionary accruals, indicating that discretionary accruatls rapidly decline before
the year of transfer. After the share transfers, discretionary accruals begin to rise
and fall slightly in year 2004 except for the sub-sample Relare. These results show
that companies undergoing state share transfers manage earnings downwards or

Figure 2 Mean Discretionary Accruals
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Figure 3 Median Discretionary Accruals
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take a big bath before the transters. The three sub-samples of companies may have
different motives to manage earnings before the share transfers. In the following
regression analyses, we further examine the influence of the three variables
(Private, Relate, and Firsttrans) on the degree of earnings management.

Vi. RESULTS

6.1 Regression Results

To provide additional evidence on earnings management, we also perform cross-
sectional regressions. The regression models are described in Section IV.
Transshare is included as a general control variable to measure the proportion of
transferred state shares; Premiwm (another control variable) is defined as (PPS—
EPSYEFPS, where PPS represents the transfer price per share, and EPS the equity
per share, The use of earnings management is expected to be greatest at firms with
large transfers, which implies that the potential private benefits of earnings manipu-
fation will be higher. In a way, the share transfer is a bargaining process, where
Premium is expected to decrease with the level of information asymmetry that is
associated with a higher use of earnings management.

Table 4 presents the results of regression model (5). In Column (1) of Table 4, the
dependent variable is discretionary accruals (DA) estimated using the modified
Jones model without controlliug for corporate performance (ROA). In Column (2),
the dependent variable DA is controlled for the impact of ROA in the modified Jones
model. The coefficient of Relate, which indicates that the state shares are trans-
ferred to related parties, is significantly negative at the 5 per cent Ievel in both
columns (—0.125 and —0.136, respectively). The hypothesis H, holds that Relate
would be associated with downward earnings management to transfer state shares
at a lower price. The coefficient of Private *Relate 1s significantly negative at a
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Table 4 Regression Results of Model {5)

Variable Expected sign (1} T-value (2) T-value
Intercept 7 0.15]%** 2.54 0.229%% 3.91
Transshare - —0.001 -0.62 -0.001 -1.33
Premium e (0.000 -().52 (0.000 -(.73
Private e 0.018 0.47 0.027 0.65
Relaze - —.125%% -1.97 —.136%* ~2.01
Firsttrans - —D165¥F 252 —,157%%% -2.58
Private *Relate - —0.039%%% 272 —0.047 xH* -2.82
Firsttrans*Relate - 0.123 1.58 0.133% 1.72
Firstirans*Private - 0.080 0.88 0.062 0.69
N 91 91 01 91

F 3.630%%% 3.93(0%**

adj—R? 0.051 0.085

Notes: In Column {1), the dependent variable is discretionary accruals (DA) estimated using
the modified Jones model without controlling for corporate performance (ROA). In Column
(2), we estimate the dependent variable DA by controlling for ROA in the modified Jones
model. *, **_ and *** denote statistical significance at the 10 per cent, 5 per cent, and 1 per
cent levels, respectively. :

better than 1 per cent level in both columns (-0.03%9 and —0.047, respectively), con-
sistent with the first hypothesis H . We inierpret this as evideuce that if the state
shares are transferred to related parties, the companies will have greater incentives
to reduce earnings by means of earnings management, especially when the state
shares transferred are privatised. The coefficient of variable Private is positive and
insignificant, which may be influenced by Private*Relate. The coefficient of
Firsttrans 1s significantly negative at a better than 1 per cent level, as shown in both
columns (-=0.165 and —0.157, respectively), which is consistent with the second
hypothesis H,. We interpret this as evidence that the largest shareholder who trans-
fers the state shares has considerable powers to manage earnings downwards for
private benefits. Snrely, the largest shareholders cannot manipulate earnings always
at will, as they are also monitored by other disciplinary mechanisms, such as other
block holders or the board of directors. However, the controlling power of the larg-
est shareholders increases with an increase in their size of shareholding. We will
further examine the second hypothesis in terms of the proportion of shares held by
the controiling shareholders in the following analyses.

Table 5 presents the results of regression model (6). In Column (1) of Table 5, the
dependent variable is discretionary accruals (DA) estimated wsing the modified
Tones model without controlling for corporate performance (ROA). In Column (2),
we estimate the dependent variable DA by controlling for ROA in the modified
Jones model., For Table 5, we exclude the variable Private because it is
insignificant, as shown in Table 4. In this regression, the coefficient of
Firsttrans*First is significantly negative at a better than 5 per cent level in both
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Table 5 Regression Results of Model (6)

Variabie Expected sign (N T-value (2) Twvalue
Intercept ? 0.069 0.80 0.144% 1.71
Transshare — 0.001 0.33 ~(0.001 ~(.53
Premium - 0.000 ~0.57 0.000 -(L79
Relate - —0.161¥%% 252 —.175%#* —2.55
Firstirans - —0.035 ~(}.38 0,011 -0,12
First - 0.003 1.09 0.003 1.21
Firsttrans*Relate - 0.137* 1.76 0.148* 1.92
Firsttrans *First - —0.005%%% -2 54 —0.005%% -2.09
N 91 9] 91 9

F 3.150%%* 353

adj—R? (3.090 0.133

Notes: In Column (1), the dependent variable is discretionary accruals (DA) estimated using
the modified Jones model without controiling for corporate performance (ROA). In Column
{2), we estimate the dependent variable DA by controlling for ROA in the modified Jones
model. *, **_and *** denote statistical significance at the 10 per cent, 5 per cent, and 1 per
cent levels, respectively.

columns (both are ~0.005), which is consistent with the second hypothesis H,. This
resuft suggests that the powers for the controlling sharcholders to manipulate earn-
ings downwards to obtain private benefits from the state share transfers increase
with the size of their shareholding. The variable Firsttrans is negative in both col-
umns and insignificant. It is likely that its effect is embodied in the variable
Firstirans*First. The coefficient of Relare is significantly negative at a better than 1
per cent level in both columns (—0.161 and —0.175, respectively). The coefficient of
Firsttrans*Relate is positive and significant at the 10 per cent level, which is con-
trary to our forecast. Possibly, the effect of the variable Relate is so strong that the
effect of the variable Firsttrans*Relate is influenced. Therefore, we can conclnde
that the main drivers of earnings management are refated-party transactions and the
concentrated ownership structure in China.

Table 6 presents the regression results of corporate governance variables on
discretionary accruals. In Cotumn (1) of Table 6, the dependent variable is discre-
tionary accruals (DA) estimated vsing the modified Jones model without control-
ling for corporate performance (ROA). In Column (2), we estimate the dependent
variable DA by controlling for ROA in the modified Jones model.

The coetficients of First are negative and significant at a better than 5 per cent
level (both are —0.002, as shown in the two columns), which suggests that the use of
downward earnings managemen! increases with an increase in the size of the con-
troling shareholding. We include this variable becanse Chinese PLCs bave a
concentrated ownership structure. The controlling shareholder exerts a greater in~
fluence on the reporting decisions of corporate managers. The coefficients of
Share(2-5) are significantly positive at a better than 5 per cent level, as sbown in the
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Table 6 Regression Resuolts of Model (7)

Variable Expected sign (H T-value 2) T-value
Intercept ? 0.358%* 2.49 0,427 4% 3.02
Nature - ~0.031 -0.78 -0.031 -0.78
First - —{.002*%* -2.31 —0.002%** —2.64
Second + ~0.083 -1.46 -0.079 -1.43
Share(2—3) + 1609+ 2.96 1.554%% 2.08
Duality - —0.069%* ~2.02 ~0,064%+* -2.79
Boardsize ? —~0.109%* -2.13 ~{), 105¥%* —2.57
Indepboard + 0.003 0.07 0.004 ~0.1
Manageboard - ~0.099 -1.07 -0.121° -1.92
Holderboard - -0.023 -0.41 -0.033 —().21
N 91 91 01 91

F 3.87( 3.02(% 2%

adj~R? - 0.098 0.102

Notes: In Column (1), the dependent variable is discretionary accruals (DA) estimated using
the modified Jones model without centrolling for corporate performance (ROA}. In Column
(23, we estimate the dependent variable DA by controlling for ROA in the modified Jones
model. *, ** and *** denote statistical significance at the 10 per cent, 5 per cent, and I per
cent levels, respectively.

two columns (1.609 and 1.554, respectively), showing that the second to the fifth
largest sharehoiders can play a governance role in restraining earnings managerneiit
behaviours of the controlling shareholder. Thus, the existence of other block hold-
ers can restrict the exploitation of the controiling shareholder. Prior literature indi-
cates that a dispersed ownership structure cannot effectively monitor managers
becanse of the free-rider problem. An appropriate ownership concentration helps
jarger shareholders to play their monitoring roles; however, if the ownership is nn-
duly concentrated, it is possible that the controlling shareholders will abuse their
power and expropriate the minority shareholders. In Table 6, the variable Second is
insignificant, which may be caused by the correlation between variables First,
Second, and Share(2-5).

As far as board characteristics are concerned, two variables affect earnings man-
agement significantly: Duality and Boardsize. As expected, their coefficients are
significantly negative. This result suggests that power is concentrated in the CEO
with the adoption of CE(/Chair duality, potentially allowing more discretion for
management to manipulate earnings downwards before the state share transfers. A
large board size is also less effective in monitoring nianagement, which is associ-
ated with big-bath earnings management before the state share transfers, In Column
(2), the variable Manageboard is significantly negative at the 10 per cent level,
meaning that with more directors coming from management, it is more likely that
the company is controlled by insiders and associated with a higher use of downward
earnings management in light of the state share transfers. On the other hand, this
suggests that outside directors play an effective role in monitoring.
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6.2 Sensitivity Test

Chen and Yuan (2001) detect earnings management using non-core operating earn-
ings and assume core earnings as the measure of a pre-managed performance.
Similarly, we compare the means and medians of non-core returns on equity for
each year relative to the year of transfer using the same methods detailed in Section
V, and do not find any significant difference before and after the year of transfer.
Ming and Wong (2003) examine earnings management behaviours of Chinese
PLCs with the focus on related-party transactions. For the robustness test, we calcu-
late receivables and payables scaled by total sales for each year between related
parties, and obtain the related-party transaction indicator, Then, the indicator for
each year is compared with the year of transfer using the same methods detailed in
Section V; we do not find any significant difference before and after the year of
transfer. For simplicity, the results are not reported.

Finally, we report the correlations between governance variables in Table 7. It is
obvious that the variables First, Second, and Share(2-5) are correlated to a certain
extent. This result is also intuitive because the larger the size of countroliing
shareholding, the lower the probability of existence of the second block holder hav-
ing a stake of 10 per cent, and accordingly the lower the ownership concentration of
other shareholders. The variable Second is not significant in Table 6, probably be-
cause of such a correlatiou. Siuce we have tested the variable Firss in the regression
model for Hypothesis H,, we exclude this variable during the robustness test,
and do not find any significant difference. We also detect the presence of
multicollinearity in model (7} using the method of variance inftation factor (VIF),
and do not find any serious multicollinearity problem, Hence, we do not make ma-
terial adjustment to the regression of model (7).

VIl. CONCLUSIONS AND LIMITATIONS

In this study, we analyse earnings management before negotiated state block trans-
fers using a sample of firms that are publicly traded on the Chinese stock
exchanges. Our results provide strong evidence that if the block is transferred to
related parties, corporate management tends to manage earnings downwards, espe-
cially when the state shares transferred are privatised. In addition, if it is the largest
shareholder who (ransfers the state shares, corporate management would take a big
bath before the transfer, and the degree of earnings management is positively asso-
ciated with the size of the controlling shareholding. Hence, the behaviours of earn-
ings management before the state share transter are mainly due to related-party
transactions and the highly concentrated ownership structure in China. Therefore,
in order to prevent the devaluation of Chinese state-owned assets, it is important to
ensure the publicity and transparency of state block transfers. Meauwhile, estab-
fishing sound pricing mechanisms can also help the reform of Chinese state-owned
enterprises.

Furthermore, we also examine the impact of corporate governance on earnings
management. Our results iudicate that the size of the controlling shareholding is
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assoctated with a higher use of earnings management. The existence of other block
holders can restrain earnings management. In addition, the characteristics of the
board of directors aiso affect earnings management. The CEQO/Chair duality pro-
vides more discretion for management to manipulate earnings before the state block
transfers. A large board size is less effective in monitoring and is associated with
big-bath earnings management. The number of inside directors is also associated
with management having more discretion to manipulate earnings, thereby suggest-
ing the positive role of outside directors. In conclusion, property rights are the
premise and fonndation of a corporate governance strncture; a sound corporate gov-
ernance structure can help the reform of property rights. It is therefore imperative to
strengthen the establishment of sound corporate governance mechanisms during
the reform of Chinese state-owned enterprises.

This research has several limitations. First, we only stndy how the companies try
to manage earnings to influence the share transfer price. Since we do not examine
future performance after the share transfer, we cannot conclude whether the
behaviours of earnings management affect the efficiency of resource allocation.

Second, as China has its own systems of stock issuance, investment, and
financing, coupled with the corresponding regulatory system, earnings manage-
ment and profit manipulations are very common in Chinese PLCs, and this may
affect the reliability of our empirical analyses. For example, the price of share issu-
ance is strictly regulated by government agencies, so that many IPO companies
have strong incentives to manage earnings (Aharony, Lee, and Wong, 1999). Many
firms first choose seasoned equity offerings as the means for financing after the IPO
(Yuan, 2004}, whereas seasoned equity offerings are also strictly regulated by the
CSRC. In order to meet those strict requirements, firms often report returns on eg-
uity of 10 per cent under obvious earnings management. The gualificatiou for pub-
lic listing is a precious resource for an enterprise. The management of PLCs, the
board, and even the local authorities-in-charge all try to avoid being “specially
treated” or delisted because of reporting losses for two or three consecutive years.
Many firms resort to earnings management or even manipulations to mainfain their
listing qualifications. Such motivations for income-increasing earnings manage-
ment cause PLCs to adopt a non-conservative approach to financial reporting. The
evidence provided by this study may be explained as that the motivation for eamn-
ings management is to lower the overstated book figures to reflect the real market
values, hut not to devalue assets to lower the transfer price. However, the nltimate
aim of the big-bath earnings management remains to decrease the transfer price of
state shares. In addition, a series of verification and ratification procedures are
required before the state shares are officially transferred, such as asset checking,
financial auditing, and asset valuation. If the market value is lower than the book
value, the real value can be reasonably measured through asset valuation.
Moreover, since the asset valuation industry in China is still immature, it is easy for
the controtling shareholders to manipulate the results of asset valuation; it is not
worth taking a risk to manage earnings through accounting manoeuvres. Yang
{2006) finds that large shareholders manipulate vahiation results so as to exploit the
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resources of listed firms. Even though the motivation of reflecting the real asset
values through earmings management does not apparently cause the devaluation of
state-owned assets, earnings management itself may cause the distortion of re-
source allocation, which is considered another form of the loss of state-owned
assets,
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