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Government Subsidy Decisions, Earnings
ManagementIncentives, and Loss Reversals of

Listed Firms*
Song Zhu' and Yunsen Chen?

Abstract

Local governments will give listed firms a “helping hand” by providing subsidisation,
indicating the important role these governments play in China’s transitional economy.
On the basis of a decision theory model and additional empirical evidence, we find that
when firms face problems in performance, local governments usually take supportive
steps to help them manipulate their earnings. The amount of government subsidy is
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l. Introduction

In emerging markets like China’s, the government usually plays three roles: the
invisible hand, the helping hand, and the grabbing hand (Frye and Shleifer, 1997).
In the role of an invisible hand, the government is well organised, uncorrupted, and
relatively benevolent. It restricts itself to providing basic public goods, such as contract
enforcement, law and order, and some regulations, and it leaves most allocation decisions
to the private sector. Playing the role of a helping hand, bureaucrats are intimately
involved in promoting private economic activities; they support some firms and kill
off others, pursue industrial policy, and often have close economic and family ties to
entrepreneurs. In the role of a grabbing hand, a large number of substantially independent
bureaucrats pursue their own agendas, including the taking of bribes. Subsidy provision
to threatened firms is a direct way for the government (primarily the local government)
to play the role of a helping hand. Providing them subsidies maximises the assets
controlled by the government, increases the local employment rate, maintains the stability
of the local economy, enhances the local government’s reputation, and finally stimulates
local development. So when listed firms get into trouble, the government tends to give
them subsidies to help them out (Tang and Luo, 2007; Chen et al., 2008). Moreover,
in China, financing resources for firms are scarce, and so governments usually reduce
taxes and provide subsidies and tax returns to local firms to meet the thresholds for
IPOs, seasoned offerings, or other financing activities. Although since 2001, the China
Securities Regulatory Commission (CSRC) has restricted earnings management via
government subsidies, the shell resource of a listed firm is still valuable. Facing the
threat of delisting, such stakeholders as the local government and parent company will
use their own resources to protect the “shell”. The government can achieve this objective
directly through subsidisation. Finally, the local government’s support can restrict the
outflow of capital from its territory whilst attracting more inflow to it; this is called
earnings management with Chinese characteristics (Chen and Li, 2001).

The global economic crisis that started in 2007 has been a disaster for all firms.
Many governments around the world have initiated plans or projects to rescue the
economy. The Chinese government has likewise implemented a plan using RMB4 trillion
to stimulate the economy, as well as a policy to reinvigorate 10 industries. The total
budget for the stimulation plans launched by all local governments amounts to more
than RMBI8 trillion. In China, it is often the responsibility of the central government
to establish the policies, whilst the local government has direct control of the policies’
implementation. Thus, in the face of the worldwide financial crisis and in view of the
government’s economic stimulation policies, a study of the helping hand effect of local

governments and their incentives has strong implications for today’s realities.
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Local governments prefer to give subsidies to firms that are performing poorly, but
since the resources they control are limited, they must consider the optimal distribution
of these resources. Government subsidies are determined by the incentive as well as the
ability to subsidise. Because lots of firms require a subsidy, local governments make
their decisions on subsidisation based on the utility achieved thereby, their own financial
position, and other policies and regulations at the national level. The utility is determined
by the local employment rate, the stability of local taxation, and the importance of the
firm, which are also considered to be incentive factors for the government. At the same
time, the financial position of the local government and other policies and regulations at
the national level will affect its ability to subsidise firms. As a result, the government will
not subsidise all firms that suffer a loss. It is therefore important that local governments
decide the extent of subsidisation to maximise the utility they will achieve thereby under
the constraint of limited resources.

Using a decision theory model as well as additional empirical evidence based on the
data of listed firms in China from 2001 to 2006, we find that when a firm’s performance
is at risk, the local government will usually take steps to help it manipulate its earnings.
Government subsidies are determined to some extent by the loss that the firm will incur.
Specifically, the government will provide subsidies to those firms that would suffer a loss
without them but would turn a profit with them, and well as firms that have suffered a
loss the previous year. The government will provide even higher subsidies to firms when
it has a strong incentive to maintain their listing status. Therefore, government subsidies
distort the real performance of listed firms, since about 19 per cent of the sample firms
avoid a loss with the help of subsidies from the local government. Thus, the government
plays a critical role in a firm’s earnings management through external methods such as
subsidisation.

The existing literature on the relationship between government subsidisation and
firm performance lacks a theoretical basis, while the empirical evidence is inconsistent.
Our study fills this void by setting up a logical theory for the government’s process of
decision making and using a large sample consisting of Chinese listed firms between 2001
and 2006 to test the theory, since China is a representative economy where resources
are highly controlled and distributed by the government. Moreover, because of the
start of the global economic crisis in 2007, a study of the helping hand effect of local
governments and their incentives has strong implications for today’s current situation.
Finally, we emphasise the “loss reversal” and “earnings management” incentives of local
governments, providing additional evidence for earnings management by external means.
Our results also provide additional solid evidence for the existing literature connected

to politics.
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The rest of the paper is organised as follows. Section II discusses the related
literature. Section III sets up the decision making theory and presents the hypotheses.
Section IV provides a comprehensive analysis framework for the empirical tests. The

empirical results are described in Section V, and Section VI concludes this paper.

Il. Literature Review

Government subsidisation is a gratuitous but selective transfer from the government
to the private sector (firms or individuals). In fact, the government will provide subsidies
to entities such as listed firms only for some purposes, such as the pursuit of an economic
benefit by interference in their behaviour (Wang and Chen, 2005). To optimise its
interests, the local government has a motivation to improve the institution and protect the
market in order to fight for limited resources (Sun, 2000). Government subsidisation can
also significantly stimulate the development of the local economy and increase the local
GDP via the attraction of large investment inflows (Hong and Cao, 1996). Furthermore,
because interfering in the economy by administrative means is not suitable, subsidisation
becomes an efficient and effective way to do so since it can serve as guidance to local
firms to comply with the objectives the government has set (Wang and Chen, 2005).
The firms’ earnings performance can also influence the image of the local economy, and
even the career records of the local governors. Because local governments must maintain
the local image, when a listed firm gets into trouble, the government tends to help it
out (Tang and Luo, 2007).

Local governments also provide subsidies to help firms boost their earnings above
the regulatory threshold for rights offerings and delisting. Moreover, this collusion
between the government and listed firms in earnings management takes place mainly in
firms controlled by local governments (Chen et al., 2008). Although Liu (2002) finds
that firms do not use government subsidies to manipulate their earnings, and that the
control right of the state is positively related to the subsidy, this is inconsistent with
Chen and Li (2001), who suggest that in China it is very common for the government
to help listed firms engage in earnings management. Chen (2003) shows that with
dominant directors who have a local government background sitting on the board, listed
companies can obtain more subsidies from the local government. But such research
provides only descriptive statistics for the influence of government subsidies on a firm’s

earnings management and fails to consider other significant determinants of subsidisation.
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Using data between 2002 and 2004, Tang and Luo (2007) find that there is no longer a
strong motivation for stock allotments and financing in the capital market, which is also
inconsistent with Chen and Li (2001), who use data between 1997 and 1999. Tang and
Luo (2007) suggest that whereas subsidisation does not promote the economic benefit of
listed firms, it does help to improve their social benefit. But the objective of subsidisation
is not connected with future performance, since local governments are more concerned
about the current performance of the firms in their territories, such as whether they will
make a profit or suffer a loss. Thus, since the conclusions about government subsidisation
are not unanimous, and since several empirical studies in this field also lack theoretical
analyses, we set up a decision model for the government’s subsidy decision and test the

hypotheses based on that theory with data from Chinese listed firms.

lIl. Theory and Analysis

The government subsidies provided to firms maximise the assets the government
controls, increase the local employment rate, maintain the stability of the local economy,
enhance the reputation of the local government, and finally stimulate local economic
development. Considering these benefits, the local government will subsidise a firm based
on certain conditions, such as the social burden the firm bears, the firm’s importance,
the government’s own financial position, and industry policies at the national level. But
the most important incentive is to help firms avoid a loss since their bad performance
will affect the assets controlled by the local government as well as its latent control
of assets generated by seasoned equity offerings. One important objective of the local
government is to maintain the stability of local development, of which employment is
an important indicator. If a firm suffers a loss and the government fails to provide a
subsidy, the firm may have to lay off employees and discontinue operations, driving up
the local unemployment rate and reducing local economic development, or even harming
social stability. Furthermore, whether firms are profitable or suffering a loss will send
different signals to investors, based on which the investors will take different views of
the firms, which in turn may affect or even damage the local government’s reputation
and image. Because listed firms are so important in China’s local economies, the local
government will thus give them greater consideration and subsidise them if they suffer
a loss.

Table 1 shows the utility matrix of the subsidy decisions of local governments in
terms of a firm’s profit or loss. The first item in brackets is the utility for governments

and the second is for firms.
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Table 1 Government Subsidy Decision Matrix — Whether to Subsidise or Not

Adjust to
Profit make a profit Loss
Subsidise (—a+tr, O+a) (-atrte, €) (—atr, —B+a)
Not to subsidise 0, 0) 0, -B)

The “loss” situation can be categorised into “loss before subsidisation” and “loss
after subsidisation”; the former means that the net income stated in the income statement
is negative after deducting the government subsidy revenue, whilst the latter means that
the net income stated in the income statement already includes the government subsidy.
We assume that the utility of firms and local governments is monotonously and positively
related to the amount of loss before subsidisation and to the amount of subsidy. If the
loss before subsidisation is —B (B > 0), then the utility for a firm will be —B. If the
government subsidy is a (a > 0), then the utility for a firm after receiving the subsidy
will increase by a, and the utility for the government will be reduced by a. (-B+a) is the
utility for a firm after receiving the subsidy but still suffering a loss (because —B+a <
0). The additional utility for the government and firm after subsidisation is r; this would
include reputation, profitability image, and so on. Moreover, subsidisation is beneficial
for local gross domestic product (GDP) growth, because the local government is both
the player and the referee in the local market economy (Zhou, 2007). Because these two
roles involve some conflict, the local government has a greater likelihood of intervening
in the operation of a firm. Since listed firms are very important for the local economy,
contributing to the local employment rate, taxation, and local GDP, local governors
have a strong incentive to give more subsidies to listed firms than to unlisted firms in
order to increase accounting performance on behalf of their own political future. The
additional utility for the government and firms if firms become profitable after receiving
the subsidies is e. We assume that the additional utility is 0 for firms that are profitable
before subsidisation for the ease of setting the model.>* It is obvious that e is greater
than O since it is an image project for the local government that the firms in its territory
be profitable so as to attract additional investors to invest in its territory. For the firms,
profitability will attract more investors from the securities market, and they will receive
better evaluations from institutions and analysts; they will thus find it easier to raise

capital in the external capital markets using either debt or equity financing.

3 In fact, both firms and the local government will obtain additional utility when profitable firms
are subsidised by the government, but the extra utility is lower. For the ease of model setting and
explanation, we assume that the additional utility is O in this situation.

4 The local government can achieve a good reputation if it subsidises the firms in its territory so as to
attract even more investments in its territory. But the signals for subsidising loss firms and profitable
firms differ since the utility for the loss firm and local government will be higher. To explain the
difference in utility between subsidising loss firms and profitable firms, we divide it into two parts,
rand e.
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Corollary 1: When —a+r > 0 or r > a, the benefit obtained from subsidisation will
be higher than the cost of subsidisation, and so the government’s best decision will be
to subsidise the firm.’

Government subsidisation helps firms reduce their burden, which in turn improves
the local government’s reputation. Although the subsidy decreases the government’s
financial revenues, it does bring some benefits, such as an enhancement of the
government’s reputation and its officials’ political future, and an increase in the growth
of the local GDP. If the benefit of subsidisation exceeds the decrease in financial revenue,
the local government will subsidise the loss firms. Because r is not observable, we cannot
conduct an empirical test, but simply present the logical analysis and our propositions.

Government subsidisation is constrained by limited resources, because subsidisation,
like education and healthcare, is one type of government disbursement. To achieve the
objective of local development, the government will maximise benefits and minimise
costs. That is to say, the subsidy will be determined not only by the government’s
incentives but also by its financial position. A local government determines selections
for subsidisation among the large numbers of firms in its territory by the utility of
subsidisation, its own financial position, and other policies at the national level. The
utility achieved is assessed according to such incentive factors as the local employment
rate and the importance of the firm. Therefore, not all loss firms will be subsidised; the
local government needs to make selective subsidisation in order to maximise utility under
limited resources.

Corollary 2: When —B+a >= 0 or a >= B, firms will avoid a loss. The government
and firms will obtain additional utility e (e > 0), which will be (—a+r+e) for the
government and (e) for the firms.® When —-B+a < 0 or a < B, firms cannot avoid a loss
even if they are subsidised, and the government cannot obtain the additional utility (e).

According to the utility matrix in Table 1 and Corollary 2, the government will
provide fewer subsidies for loss firms because these firms cannot avoid a loss even after
subsidisation — meaning that subsidisation does not contribute much to firm performance
— whereas the incentive for the government to subsidise firms is to keep them profitable
and help them manage earnings. Therefore, the government will have a lower incentive

to subsidise firms that cannot avoid a loss even if subsidised, and the amount of subsidy

> The amount of subsidy is determined by the loss amount of a firm and also influenced by the firm’s
importance and the local government’s financial position. For example, given firms A and B, A
suffers a loss of RMBI1 million, and it appears easy to help A avoid a loss. But the importance of
A is less than that of B, which suffers a loss of RMB2 million; in addition, the financial position of
the local government where B is located is better than that of where A is located. Thus B is more
likely to be subsidised. Therefore, generally the local government will help firms avoid a loss through
subsidisation, but not under just any circumstances of loss since the timing of subsidisation is also
important for the government to obtain higher additional utility.

¢ Assuming that the minimal subsidy for a firm is to avoid a loss, then a = B and the profit for the
firm is zero.
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will thus be reduced. According to the analysis in Table 1, we hypothesise as follows:

H1: Government subsidisation is influenced by the amount of loss a firm suffers,

and a loss firm will receive fewer subsidies in general.

Corollary 2 shows that the subsidy is significantly determined by the real operating
performance before subsidisation. The government’s incentive will be higher for firms
that can easily avoid a loss with subsidisation, and the subsidy will also be larger. Table
2 shows the utility matrix for the government subsidy decision when considering the
accounting performance of the previous year. The parameters are the same as those in
Table 1. The first item in brackets is the utility for the government, and the second is
the utility for the firms.

Table 2 Government Subsidy Decision Matrix — Utility of the Current Year

The state of loss/profit Consequences of subsidisation Utility function
Loss (before subsidisation) Loss (after subsidisation) (—atr, —B+a)
(0,-B) Profit (after subsidisation) (—atrte, e)
Not to subsidise (0, -B)
Profit (before subsidisation) Subsidise (—atr, 0+a)
0, 0) Not to subsidise 0, 0)

One role of government subsidisation is to help a firm maintain a good reputation
for persistent profitability. For loss firms (earnings before subsidisation is negative),
the local government can give a helping hand by providing subsidies. Although the
authorities have required that subsidies be deducted from performance indicators for
seasoned equity offerings, firm performance is still decisive in determining the ability
to finance from other channels besides the equity market. Helping firms to avoid loss is
actually one method of assisting them in financing, since it is easier for better-performing
firms to raise capital so that they face less pressure from other parties. Therefore, the
“helping hand” will improve the reputation and promote the image of a firm. The utility
is higher for the government when a firm suffers a loss before subsidisation but makes
a profit after subsidisation. Certainly, not all loss firms will be subsidised. The choice
of firms will be determined under several conditions as mentioned above. Therefore, we

hypothesise as follows:

H2: Ceteris paribus, the probability of subsidisation and the amount thereof

will be higher for firms that can easily avoid a loss via subsidisation.

The subsidy may also be given according to the performance of the previous year,

since firms suffering a loss for two consecutive years would be under threat of special
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treatment. Table 3 shows the utility after considering previous-year performance, and
items in brackets are as defined in Table 1. The potential benefit of avoiding a loss for
two consecutive years, or the potential cost, is c. It is obvious that c is greater than r,
since a loss for two consecutive years would put a lot of pressure on both management

and the local government.

Table 3 Government Subsidy Decision Matrix — Utility after Considering Previous-Year

Performance

The state of loss/profit Consequences of subsidisation Utility function

123

Loss (before subsidisation) — Loss (after subsidisation)
(0.-B)
Profit (after subsidisation)

Not to subsidise

Loss for previous year
Profit for previous year
Loss for previous year
Profit for previous year
Loss for previous year

Profit for previous year

(-atr—c, -B+a—c)
(—atr, -B+a)
(-atrtete, etc)
(—atrte, e)

(=¢, -B-c)

(0, -B)

Profit (before subsidisation)  Profit (after subsidisation)
(0, 0)

Not to subsidise

Loss for previous year
Profit for previous year
Loss for previous year

Profit for previous year

(—atr, O+a)
(—atr, 0+a)
(0, 0)
(0, 0)

Corollary 3: When —B+a >= 0 (or a >= B) and —atr—c >= 0 (or a >= c-r), the
firm will be profitable and the government will have a higher incentive to subsidise it.
At this point, the utility is (—atr+e+c) for the government and (e+c) for the firm. But
when —B+a < 0 or a < B, government subsidisation cannot help the firm avoid a loss;
the government cannot obtain the extra utility (e), and so the subsidy for such a firm
will be reduced.

Although the delisting mechanism in China is unsound, firms suffering a loss for two
consecutive years face the threat of special treatment. Once a firm is specially treated,
the management and local government are under stronger pressure; in particular, the
operating performance for the third year will be closely scrutinised. To alleviate these
pressures in the third year, management will have a greater incentive to manage earnings
to avoid a loss in the second year. Some firms may take a big bath in the second year
for reversals in the third year. But as the regulations become more stringent, this sort of
method is being criticised by both the authorities and the market. Therefore, avoiding a
loss in the second year is very important. If the firm cannot make a profit in the second
year on its own, the government will help it via subsidisation. Therefore, we hypothesise

as follows:
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H3:Ceteris paribus, the local government will use subsidisation to help firms

avoid a loss so as to avoid consecutive losses.

If a firm suffers a loss for three consecutive years, it will be specially treated with
its stock name marked “ST”. Once the stock is specially treated, both management and
the local government will have to face higher pressures owing to the delisting regulations.
Table 4 shows the utility of the government subsidy decision if a firm suffers a loss for
two consecutive years; the parameters are the same as those in Table 1. To be concise,
we assume the utility for the local government and the firm is O when the firm can avoid
a loss in the current year and prevent special treatment. Both the local government and
the firm will obtain a negative utility (-D) if the firm suffers a loss for two consecutive

years.”

Table 4 Government Subsidy Decision Matrix — Subsidisation for Firms Suffering a

Loss for Two Consecutive Years

Adjust to
Profit make a profit Loss
Subsidise (—a+tr, O+a) (-atrte, €) (-D-a+tr, -D-B+a)
Not to subsidise 0, 0) (-D, -D-B)

Corollary 4: When —B+a >= 0 (or a >= B) and —a+r > 0 (or r > a), a firm will start
turning a profit instead of a loss; hence, both the government and the firm can eliminate
the negative utility (D, D > 0) owing to consecutive losses and obtain an additional
positive utility e (e > 0). The government will have a greater incentive to subsidise the
firm, and its utility will be (—a+r+e), while the firm’s utility will be (e).®

To avoid special treatment, firms have a very strong incentive to engage in
earnings management. The firm’s management will seek help from the government, and
the government will help them via subsidisation, playing the role of a helping hand.

Therefore, we hypothesise as follows:

H4: Ceteris paribus, the higher the incentive to avoid consecutive losses for a
firm, the higher will be the government’s incentive to subsidise them, and the more

subsidies the government will provide.

7 Once specially treated, firms will face more pressure in normal operations and external financing,
which will also be a problem for the local government.

8 Assuming that the minimal subsidy is provided for the firm to avoid a loss, then a = B, and the firm’s
profit is 0.
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IV. Research Design

4.1 Model and Variables

Since the subsidy is positive, we use the Tobit model as follows:

SUBSIDY, = a + B,LOSS, + f,LOSSGAIN, + ,PRELOSSLOSSGAIN,
+ B, PREPRELOSSPRELOSS, + . EMPLOYEE, + _SIZE, (1)
+ p,MARKET, + p,STATE, + p,LEV, + p,, GROWTH,
+ B, SUBSIDY,, + B, XYEARS, + B, SINDS,+ €

The dependent variable SUBSIDY, is the government subsidy at year #, which is the
subsidy revenue in the income statement standardised by total assets at year end. We also
use (subsidy revenue + government reimbursement + tax reimbursement) standardised
by total assets at year end in the robustness test, and the results are basically the same.
To reduce the influence of outliers, we winsorise the data for the upper 1 per cent and
bottom 1 per cent of the sample.

Performance variables include LOSS, a dummy variable taking the value of 1 when
the net income (income after government subsidisation) is negative, and 0 otherwise;
LOSSGAIN, a dummy variable taking the value of 1 when income is negative before
government subsidisation and positive after government subsidisation, and 0 otherwise;
PRELOSSLOSSGAIN,, a dummy variable taking the value of 1 when previous-year
income is negative and current-year income after subsidisation is positive, and 0
otherwise; and PREPRELOSSPRELOSS, a dummy variable taking the value of 1 when
income is negative for the last two consecutive years (for years -2 and ¢-1), and 0
otherwise.

Government subsidisation is significantly influenced by the social responsibility
borne by a firm, which is exhibited by the employment problem (Tang and Luo, 2007);
thus we use the number of employees to control for this effect (the natural logarithm of
the number of employees). The incentive and the strength of government subsidisation
are also determined by the importance of a firm, and large firms are more important to
the local economy. The government will be more concerned about large firms and give
them greater help when they have problems; therefore, we use firm size (SIZE)) to proxy
for this effect (the natural logarithm of total assets at year end). The financial position
of the local government and the level of marketisation of the local economy will also
determine the government’s ability to subsidise firms, and so we use the marketisation
index (MARKET) to control for this effect (Fan et al., 2007). This index proxies for
the level of market development and also reflects the level of government intervention.’
Because government subsidisation may persist as a result of both industry and technology

policies at the national level, we also control for the subsidisation level of the previous

®  Since the index for 2006 is not available, we use that for 2005 to enlarge our sample. The regressions
for each year show that this substitution does not affect our results.
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year. SUBSIDY, , is the government subsidy provided in the previous year, standardised
by total assets at year end.

Other control variables include STATE, a dummy variable taking the value of 1
when the ultimate shareholder is the government (state-owned enterprises [SOEs]), and
0 otherwise (non-state-owned enterprises [NSOEs]). Jian and Wong (2009) find that
the propping up and tunnelling of listed firms is significantly different between firms
controlled by the central government and those controlled by local governments. To
control for the difference in subsidisation between governments, we divide the SOEs into
two groups: CENTERGOV,, a dummy variable taking the value of 1 when the ultimate
shareholder is the central government, and 0 otherwise, and LOCALGOV, a dummy
variable taking the value of 1 when the ultimate shareholder is the local government,
and 0 otherwise. LEV, is the debt ratio at year end (total debt divided by total assets),
GROWTH, is the revenue growth rate for the current year, YEARS represents the five
dummy variables for the six sample years, and /NDS is the 12 industry categories adopted
by the CSRC after excluding the financial industry.

4.2 Sample and Data

We use the data of listed firms in China from 2001 to 2006." After excluding
firms in the financial industry, firms not disclosing subsidy information, and firms with
fewer than 50 employees, we finally obtain 6,861 observations, comprising 1278 for
year 2006, 1273 for year 2005, 1180 for year 2004, 1117 for year 2003, 1047 for year
2002, and 966 for year 2001. We take the data for ultimate shareholders from the CCER
database and the annual financial reports of listed firms, the financial information from
the CSMAR database, and the market index from the NERI Index of Marketisation of
China Provinces 2006 Report (Fan et al., 2007).

V. Empirical Results

5.1 Descriptive Statistics

Table 5 shows the change in accounting performance before and after government
subsidisation between 2001 and 2006. The fourth column contains the proportions of
firms with negative income before government subsidisation (suffering a loss) in the
total sample, the sixth column the proportions of firms with negative income after
government subsidisation (still suffering loss) in the total sample, and the eighth column
the proportions of firms with positive income after government subsidisation (loss is
avoided) in the total sample. The ninth column presents the proportions of firms with
positive income after government subsidisation (loss is avoided) in firms with negative
income before government subsidisation, that is, the proportions of firms that can avoid
a loss through government subsidisation.

1" We choose sample firms after 2001 because disclosure requirements have been more restrictive since
2001, and in 2001 the accounting reporting system underwent many changes. Moreover, the new
accounting standards were implemented on 1 January 2007 and differ from those used before 2007.
Therefore, the accounting data between 2001 and 2006 are more consistent.
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Table 5 Government Subsidisation and the Profit and Loss Situation of Firms

LOSSPRESUB, L0SS, LOSSGAIN
NI N2 NI N3 N3NNI N4 NONI  N4N2

(%) (%) (%) (%)

Al 6861 1124 1638 910 1326 214 312 19.04
2001 966 140 1449 118 1222 2 28 157
2002 1047 158 1509 137 13.09 2 200 139
2003 7153 1370 18 1036 3 33 128
2004 180 191 1619 152 1288 390 331 204
2005 ;3 W 207 229 1799 52 408 1851
2006 78 200 1573 156 1221 45 3 1039

Note: LOSSPRESUB, is a dummy variable taking the value of 1 when net income in the income
statement is negative after deducting the government subsidy revenue, and 0 otherwise; LOSS,
is a dummy variable taking the value of 1 when net income after government subsidisation
is negative, and 0 otherwise; LOSSGAIN, is a dummy variable taking the value of 1 when
net income is negative before government subsidisation and positive after government

subsidisation, and 0 otherwise.

In respect of the total sample between 2001 and 2006, about 16 per cent of listed
firms suffer a loss if the government subsidy is deducted from their earnings. Of
these firms, about 19 per cent avoid suffering a loss through the helping hand of the
government; net income is negative before subsidisation and positive after subsidisation.
In other words, government subsidisation distorts the accounting performance of one-
fifth of the total firms and misleads investors, meaning that the government is helping
one-fifth of listed firms manage earnings.

Furthermore, some firms still suffer a loss even if they have been subsidised by the
government. The subsidisation has not helped the firm erase the loss completely, but it
has reduced the extent of the loss. This may be because, although firm performance is
strongly related to the stability of local employment and tax revenue, the question of
whether the government will help the firm avoid a loss is also determined by its own
financial position and the importance of the firm.

Although the government has an incentive to help firms avoid losses, some firms
still suffer a loss as a result of the financial position of the local government or the
extent of loss if they are a listed firm. Therefore, we control for such influence and for
the importance of a firm. Another reason for subsidisation is that the central government

compulsorily requires continuity of certain subsidisation policies, such as specific tax

127



128

Song Zhu and Yunsen Chen

rates and technology subsidies for high technology firms. Although the local government
may not want to subsidise firms with large losses, some may still receive some subsidies
owing to the persistence and compulsory requirements of these policies.

Table 6 shows a statistical comparison of government subsidisation for different

levels of firm performance.

Table 6 Comparison of Government Subsidisation for Different Levels of Firm

Performance
0 1 Diff t/Z
LOSS, Mean 0.2292 0.1475 0.0818 4.3868%**
Median 0.0129 0.0021 0.0108 4.4660%**
LOSSGAIN, Mean 0.1729 1.6306  -1.4577 -45.7241%*%**
Median 0.0081 1.5015  -1.4934 -22.9190%**
PRELOSSLOSSGAIN, Mean 0.1985 2.3991 -2.2006 -35.8458%**
Median 0.0100 2.5934  -2.5834 -13.2590%***
PREPRELOSSPRELOSS, Mean 0.2060 0.5541 -0.3481 -10.2619%**

Median 0.0110 0.0133  -0.0023  -1.0420

Note: Table 6 presents the percentages of subsidy divided by total assets at year end (SUBSIDY);
LOSS, is a dummy variable taking the value of 1 when net income (the income after
government subsidisation) is negative, and 0 otherwise; LOSSGAIN, is a dummy variable
taking the value of 1 when income is negative before government subsidisation and positive
after government subsidisation, and 0 otherwise; PRELOSSLOSSGAIN, is a dummy variable
taking the value of 1 when income for the previous year is negative and income after
subsidisation for the current year is positive, and 0 otherwise; PREPRELOSSPRELOSS, is
a dummy variable taking the value of 1 when income for the last two years is negative for
both (for years #-2 and #-1), and 0 otherwise. The t-statistics are for mean comparison, and

Z for median comparison.

The average proportion of government subsidy in total assets is 0.1475 per cent for
firms suffering a loss after subsidisation, and 0.2292 per cent for profitable firms; the
difference between the two is 0.0818 per cent, significant at the 0.01 level. The median
comparison shows the same phenomenon. Therefore, we can posit that firms suffering
a loss receive fewer subsidies from the government, consistent with Hypothesis 1.

The average proportion of firms that become profitable after subsidisation but suffer
a loss before subsidisation is 1.6306 per cent, significantly higher than the 0.1729 per
cent for other firms; the statistics for median and mean comparisons are all significant

at the 0.01 level. For the government, a small loss can be reversed by giving the firm
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more subsidies, whilst the government gains additional utility by helping the firm avoid
a loss. Statistical comparisons are consistent with Hypothesis 2.

If a firm suffers a loss in the previous year, the government will help it prevent
a loss for two consecutive years to relieve the pressures of the third year by providing
additional subsidies. The statistics show that the differences are significant at the 0.01
level, thus supporting Hypothesis 3.

If a firm suffers a loss for two consecutive years (years #-2 and #-1), it will face
the threat of special treatment or delisting. Management will exert greater efforts to
improve the firm’s operating performance, or make it profitable through other channels
such as re-organisation or earnings management. The government will also provide the
firm with help, if necessary, to prevent special treatment or delisting. Therefore, firms
with these kinds of incentives receive more subsidies than other firms; the statistics are
significant at the 0.01 level, thus consistent with Hypothesis 4.

The statistical comparisons in Table 6 show the analysis only from the perspective
of earnings management, whereas government subsidies are also determined by many
factors, such as the financial position of the local government and the importance of a
firm. Thus, to provide strong evidence for our hypotheses, we should control for other

incentives of government subsidisation.

5.2 Regression Analysis

Table 7 investigates the relation between government subsidisation and the loss
reversals of listed firms using the regression method. The first four models test the
four hypotheses individually, while the last combines all factors in one regression. All
regressions use the Tobit model.

Government subsidisation is mainly determined by the social responsibility the firms
bear, which is demonstrated by local employment (Tang and Luo, 2007), as supported by
the significance of the coefficients for EMPLOYEE,. Subsidisation is also influenced by
the importance of a firm, since large firms play a more important role in local economic
development than small firms. Thus when they run into problems, the government will
tend to help them; this is supported by the significantly positive coefficients for SIZE.
The financial position of the local government and the level of marketisation of the local
economy will also have an effect, and so we find that the market index is positively
related to government subsidisation, consistent with the suggestion of Chen and Li (2001).
Moreover, firms controlled by the central government have less connection to the local
government and are thus at a disadvantage compared with firms controlled by the local
government and non-state entities; in this regard we find that the coefficients of SUBSIDY ,
are significantly positive, suggesting that the subsidisation policy has persistence.

After we control for the influence of employment incentives, the financial position
of the local government, the importance of a listed firm, the persistence of subsidisation

policies, and other fundamental characteristics of firms such as debt ratio, ownership,
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growth rate, and industry and year effects, the regression results show that for both
individual regressions and the combined regression, the coefficients of LOSS, are
significantly negative, indicating a lower tendency to subsidise loss firms. This may be
because the accounting performance of these firms remains negative even after being
provided with subsidies. Under this condition, the government will subsidise these firms
less because it is unable to obtain additional utility through subsidisation. But if the
subsidy could change the firm’s performance from loss to profit, then the government
will provide additional subsidies. Thus, Hypothesis 1 is supported.

The coefficients of LOSSGAIN, are significantly positive at the 0.01 level, showing
that government subsidisation helps firms maintain a profitable image. If the local
government can help a firm avoid a loss, it will provide subsidisation to ensure a
better reputation and better image for the firm. Although the subsidy is deducted from
the indicator for seasoned offerings as required by authorities since 2001, operating
performance still determines the financing ability of a firm from channels besides
the equity market. Therefore, a helping hand from the government can improve the
firm’s image, thereby increasing financing ability. The results of Model 2 thus support
Hypothesis 2.

The coefficients of PRELOSSLOSSGAIN, are significantly positive at the 0.01 level,
showing that the mechanism of special treatment does put pressure on management and
the local government, especially in the third year after two consecutive years of loss.
Management will engage in earnings management in the second year to prevent a loss
for two consecutive years. But if the firm cannot achieve a profit in the second year, the
local government will help it by providing additional subsidies. The results of Model 3
thus support Hypothesis 3.

The coefficients of PREPRELOSSPRELOSS, are also significantly positive at the
0.01 level, indicating that the local government plays an important role in preventing
a firm from delisting. To maintain their listing status, firms suffering a loss for two
consecutive years will turn to the local government for additional subsidies to change
the loss situation. The results of Model 4 thus support Hypothesis 4, consistent with
Chen and Li (2001) and inconsistent with Tang and Luo (2007).

In the combined regression of Model 5, the results for LOSS, LOSSGAIN,
PRELOSSLOSSGAIN, and PREPRELOSSPRELOSS, are basically consistent with those
of previous regressions and support our hypotheses. The incentive of government
subsidisation is derived from the need to support listed firms, consistent with Chen and
Li (2001). In sum, the results in Table 7 support the four hypotheses, indicating that the

local government plays an important role in the earnings management of listed firms.

5.3 Robustness Test

We first regress for each year to eliminate the influence of the difference in the

macro economy between various years. The results are shown in Table 8.
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The coefficients of LOSS, are significant only in 2002 and 2003, while those
of LOSSGAIN, and PRELOSSLOSSGAIN, are significant in all individual years. The
coefficients of PREPRELOSSPRELOSS, are significant except for 2002 and 2006. Yearly
regressions are consistent with the results in Table 7, supporting the four hypotheses.

Table 9 shows the results of other robustness tests. First, we run regressions for the
sample where government subsidisation is positive. Then we investigate the influence
of the political connections of chairmen or CEOs in obtaining subsidies (Chen, 2003;
Chen and Zhu, 2009). Finally we use the change in subsidies as the dependent variable
to test our hypotheses.

As shown in the third column, the coefficient of LOSS, is -0.0329, which is not
significant at the 0.1 level. The signs and significance levels for the coefficients of
LOSSGAIN,, PRELOSSLOSSGAIN,, and PREPRELOSSPRELOSS, are basically the same
as those in previous results, further supporting Hypotheses 2 to 4 and showing that the
incentive for government subsidisation is closely related to earnings management and
the loss reversals of listed firms.

Since the data on political connection are available only for 2004 to 2006, the
sample size for that regression is 3,584. The regression coefficients of LOSS, are
negative but not significant, while the signs and significance levels for the coefficients
of LOSSGAIN, PRELOSSLOSSGAIN, and PREPRELOSSPRELOSS, are basically the
same as those in previous results. We also note that the political connection of chairmen
or CEOs does not significantly affect government subsidisation at least for the sample
of 2004 to 2006. The coefficients of POL, are not significant, inconsistent with Chen
(2003); this may be because Chen (2003) draws conclusions based on the unit variable
comparison only and does not take into consideration other factors, such as earnings
management incentives and industry effects.

The last column presents the analysis on the relation between the change in
government subsidies and earnings management. Again, the coefficients of LOSS,
LOSSGAIN,, PRELOSSLOSSGAIN,, and PREPRELOSSPRELOSS, are consistent with
expectations and significant at the 0.01 level, showing that (1) fewer subsidies are given
to firms that still suffer a loss after subsidisation; (2) more subsidies are provided for
firms that will become profitable after subsidisation, meaning that the government’s
helping hand is able to improve the image of a firm; (3) since it is important for firms
to avoid a loss in the second year, the government will help them do so if the real
operating income before subsidisation is negative; and (4) if a firm suffers a loss for two
consecutive years, the government will help it maintain its listing status by providing
additional subsidies. In sum, the results in Table 9 further support our hypotheses.

Although the local government has an incentive to help firms avoid delisting and
potential financial constraints, the strength of the subsidy may vary for different firms.
First, since SOEs assume greater social responsibilities such as employment, taxation, and

social stability, it is natural that the local government would promptly help financially
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Government Subsidy Decisions, Earnings Management Incentives

distressed SOEs, for which subsidisation is a direct and efficient method. Second, SOEs
are similar to the government in terms of ownership, so the government will provide
them with greater subsidies. Table 10 shows the difference in subsidisation between
firms of different ownership types. We run regressions using the total sample and the
samples with positive subsidies, and examine the government’s incentive to help loss
firms using the change in subsidies.

The results in Table 10 indicate that although firms can be categorised into SOEs and
NSOEs, the local government shows no preference for ownership type when subsidising
firms in its territory. When listed firms face problems, the local government will help
them engage in earnings management. The strength of the helping hand also varies
according to the performance of listed firms. Government subsidisation is an external
method of earnings management. Because firms controlled by the central government do
not have close connections with the local government, the subsidies provided for these
firms differ somewhat from those for firms controlled by the local government and firms
controlled by non-state entities.

We should note that firms suffering a loss before subsidisation that become
profitable after subsidisation may receive more subsidies than other firms, which may be
the cause of the mechanical relation between the dependent variable and the measures
LOSSGAIN and PRELOSSLOSSGAIN.'' But the measure PREPRELOSSPRELOSS does
not have this problem, because it is not based on subsidies in the current year. To solve
this issue, we use the measure proposed by Chen et al. (2008) suggesting that it is easier
for firms with a return on equity (ROE) in the range between -1 per cent and 0 to avoid
a loss. This measure is not based on the subsidy in the current year, thereby eliminating
the mechanical relation. But this paper differs from Chen et al. (2008), who focus on
the local government’s participation in earnings management; instead we investigate
the different incentives for government subsidisation based on the fact that the local
government participates in the earnings management of listed firms. The measure of
Chen et al. (2008) also has some problems. For example, the subsidy is determined by
the particular amount of loss. If the ROE for a firm that suffers a loss of RMBI1 million
is -2 per cent, while that for a firm suffering a loss of RMB2 million is -1 per cent, it
would be more reasonable to subsidise the former than the latter as suggested by Chen
et al. (2008). But we still use their measure for further regressions, as shown in Table
11. We run regressions using the total sample and the sample consisting of loss firms

only; we also test for the change in subsidies and for samples with positive subsidies.

"' In fact, regressions using the samples where subsidies are positive already solve this problem.
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DUMROE, is a dummy variable, which takes the value of 1 when the ROE before
government subsidisation is in the range between -1 per cent and 0, and 0 otherwise.
PRELOSS, is also a dummy variable, which takes the value of 1 when the firm suffers
a loss in the previous year, and 0 otherwise. If the amount of loss is small and easily
reversible, the government will provide the firm with additional subsidies to help them
avoid the loss. If the firm suffers a loss in the previous year, the government will provide
additional subsidies for the firm to avoid consecutive losses. The results using the
method of Chen et al. (2008) are consistent with the results found herein. However, the
explanatory power of Table 11 is lower than that of Table 7, since R?is reduced from
28.67 per cent to 18.24 per cent, showing that Chen et al.’s (2008) method underestimates
the influence of government subsidisation on the loss reversal phenomenon. Overall,
the results for Table 11 indicate that in terms of subsidisation levels, the results for
changes in subsidies or for firms suffering a loss before government subsidisation using
the method of Chen et al. (2008) are consistent with the conclusions mentioned above.

As shown by the robustness regressions from Tables 8 to 11, our hypotheses are

all strongly supported.

5.4. Additional Analysis for Loss Firms

The government will subsidise a firm according to its social responsibility and its
importance, while also taking into consideration its financial position and the persistence
of policy. If a firm suffers a loss, the government will consider whether it can help it
out of red through additional subsidies. Therefore, our hypotheses will be more strongly
supported if we investigate subsidisation for firms that would have suffered a loss if they
had not received government subsidisation; the regression results are shown in Table
12. Since we use the samples of firms suffering a loss, the variable LOSS, is deleted on
account of multicollinearity. The first five columns show the results for the regressions
on the level of subsidisation, while the last column shows the results for regressions on
the change in subsidies.

Table 12 shows that for individual regressions and the combined regression using
samples with positive subsidies or changes in subsidies, the signs and significance levels
for the coefficients of LOSSGAIM , PRELOSSLOSSGAIN,, and PREPRELOSSPRELOSS,
are highly consistent with our expectations, further supporting Hypotheses 2, 3, and 4.
This suggests that if a firm suffers a loss, the government will consider subsidising it to
help it out of red and manage earnings. Furthermore, the government s helping hand

will differ for firms with different levels of performance.
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VI. Conclusions and Limitations

To maintain a good image for purposes of local economic development, the local
government will usually give a helping hand to firms located within its region through
subsidisation. The subsidy decision depends on both the incentive and the ability of the
local government. With so many firms in the region, the local government will provide
subsidies selectively owing to its limited resources, and the choice of firms will depend
on the utility the government will obtain from subsidisation. Therefore, not all loss firms
will receive enough subsidies to avoid a loss. It is highly important that the government
selectively give subsidies in order to achieve maximum benefit. In this paper, we find that
when firms face problems in performance, the local government usually takes supportive
steps to help them manipulate earnings. Government subsidies are determined to some
extent by the loss suffered by a firm. The government will give subsidies to those deficit
firms that would become profitable if subsidies were provided. If a firm suffers a loss in
the previous year, the government will also offer it subsidies. The extent of subsidisation
is even greater for those firms for which the government has a strong incentive to keep
them trading high in the capital market. Thus, the government plays a significant role
in helping firms to manage earnings, using subsidisation as an external method.

But government subsidisation is only a part of the helping hand. A firm’s mergers
and acquisitions could also give us a picture of the government’s actions and their
economic effects.

This paper has several shortcomings. First, although the decision theory model
gives us an intuitive picture, the lack of strict mathematic ratiocination makes our
persuasion weaker; second, our loss-to-profit measure seems to be ex-post and consists
of various factors that do not represents the subsidisation probability only;'? and third,
our decision theory model does not include cheating by firms to obtain subsidies,
whereas this condition could help us better understand the games between firms and
local governments. Finally, China began the reform of non-tradable shares in 2005; since
then the government may want to help majority shareholders improve a firm's financial
performance and obtain a better position in exchange for tradable rights. Although the
reform could result in another motivation for the government to help firms, we have not

investigated this influence in this paper.
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