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Abstract

In this study, I intend to investigate the effect of new accounting standards for business
enterprises (ASBEs) on earnings management in Chinese listed firms. Using multiple
regressions, this study yields four major findings. Firstly, I find that the magnitude of
earnings management increases after the enforcement of new ASBEs because new standards
create new methods for managers to manipulate reported earnings. Secondly, I find that
discretionary accruals are positively related to firm’s future profitability, which indicates that
Chinese listed companies tend to engage in signaling earnings management. Thirdly, I find
that the new ASBEs enhance the association between discretionary accruals and future
profitability. Finally, I find that stock market attaches value to the information component of
discretionary accruals and can response positively to the effect of new ASBEs on the

informativeness of discretionary accruals.

Keywords: New accounting standards; Earnings management; Discretionary accruals;

Signaling; Valuation; Capital markets



Acknowledgements

I owe my deepest gratitude to my supervisor, Dr Ming Liu. Without his guidance, this
thesis would not have been possible. His instruction, support and encouragement from the
initial to the final level enabled me to develop a profound understanding of earnings
management. [ very appreciate his patience and effort in checking countless revisions of
papers and presentations. It has been a great privilege to work with him.

I would like to thank other members of my committee: Prof. Gift and Dr. Lei. Their
insightful and constructive comments are invaluable.

Special thanks should be given to my student colleagues who helped me in many ways.
Finally, words alone cannot express the thanks I owe to Mr. Yiyang Yang, my husband, for

his encouragement and assistance.

II



Table of Contents

Chapter I INtroUCTION.......ccciiiiiiiiieit ettt ettt ettt et et e et e ssbeebeesabeenseenenas 1
L1 INEEOAUCTION 1ottt ettt st e b e ettt e sab e et esaeeembeenaeeenee 1
Chapter IT Literature REVIEW ......ccciiiiiiiiiiiiieiieeie ettt ettt et eseesabe e e e 4
2.1 The Definition of Earnings Management ............cccccueeecuveeriieeniieeniee e sieeeevee e 4
2.1.1 Efficient and Opportunistic Earnings Management............cccceceveeveriieneenenieeneennens 4
2.1.1.1 Signaling MecChaniSm .........ccccccciiiriiieeeiie e e eee e e e 4
2.1.1.2 Efficient Contracting PerspectiVe........ccueeeuierieeiiieniieeiieiie e 5
2.1.1.3 Opportunistic Behavior Perspective.........cccuvieeiiieriieeiiiecieecie e 6
2.1.2 Motivations for Earnings Management .............ccc.ovvieruierieeiiienieeieeniresieesieesneeeeens 6
2.1.2.1 Capital Market MOtiVationS.........iiiiiiiiiiiiiaiee e st e eseeeeveeeereeereeeesaeeeseseeennseas 6
2.1.2.2 Contracting MOtIVALIONS ....eeveeruieeieereiaeiteeiieeieeiee et e steeseeeteesieesseesseessseeseensnes 8
2.1.3 Constraints for Earnings Management............cccueeevieeeiieeeiieieniie e e e eeveeesvee e 9
2.1.3.1 EXternal AUdit......c.ccoriiiiiiiiiiiiie s et 9
2.1.3.2 Internal Corporate GOVEINANCE ....cceverevreeerieeeiieeeiieenieeesreeeneneessrreessseeessseesnssens 9
2.1.3.3 Accounting Standards...........cceeceerieeeieniiieiieenie ettt 10

2.2 The New Accounting Standards for Chinese Business Enterprises .........cccccevevveenveennn. 12
2.2.1 The Main Changes in New Accounting Standards .............ccccovceeveriieneeneneenennnenn 12
2.2.1.1 Re-Introducing the Fair Value Measurement ..............ccceeeveeeriiercieescieeenvee e 12
2.2.1.2 Revising the Valuation Method of Sending out Inventories.........c..ccccevceeruenne. 13
2.2.1.3 Abolishing the reversal of Impairment 10ss 0f ASSEtS ......ccceeevveeviieerieeeriieenns 13
2.2.1.4 Revising the Accounting Treatment of Debt Restructurings...........ccceeceevueennee 13
2.2.1.5 Setting Specific Standards for Financial Instruments .............ccccoevvevciieennennnee. 14
2.2.1.6 Revising Specific Standard for Exchange of Non-monetary Assets.................. 14
2.2.1.7 Expanding the Scope of Capitalization of Borrowing Costs...........cccccveeeruvennee 14
2.2.1.8 Changing the Accounting Treatments for Business Combination..................... 15
2.2.2 The Effects of New Accounting Standards on Earnings Management.................... 15
2.2.2.1 Constraints on Earnings Management.............cceeceevveeiienieeiieeneesiieesieesveeeeens 15

2.2.2.2 Potential New Methods of Earnings Management Created by New ABSEs .... 18
111



Chapter III Research Hypotheses and Research Methodology.............ccccevviiviineiiincnnicnnenne. 21

3.1 Research HyPotheSes.......ccouiiiiiiiiiiecieeee ettt 21
3.2 Research MethOdOLOZY .......ccueiiieiiiiiieiieeie ettt ettt e 23
3.2.1 ReSEarch MOAELS......couiiiiiiiiiiieciee et 23
3.2.2 Control Variables ...........cooiiieriiriiieniieieeeei ettt 26
3.2.3 Measurement of Discretionary ACCIualS.........cccueeeveeeriieiiiieeiieeeee e 28
3.2.4 SAMPLE SCLECHION. ... .eeiieiiieiieiie ettt ettt et e et e eneeebeeennas 29
Chapter IV Empirical Results and FINAINGS .......c.ccoovviieiiiieiiicciiecce e 30
4.1 DESCIIPIVE STALISTICS ..ouuiieiiiiiiiiiieiiie ettt ettt ettt ettt et e et e et e enbeebaessaeenseannnas 30
4.2 EMPIrical RESUILS ......ooieiiieiieiiiieie it ee ettt ettt e e et eseraeesree e nnee e e 36
4.2.1 The Effect of the New ASBEs on Earnings Management ...............cccecvevveecveennnnns 36
4.2.2 The Opportunistic or Efficient Earnings Management? ............c.cccccveevcvieerveeennnn. 40

4.2.3 The Effect of New ASBEs on Ability of Discretionary Accruals to Signal Future

Profitabiliffe.. ii................. SO RINERENEE ... ............ L e, 41

4.2.4 The Effect of New ASBEs on the Pricing of Discretionary Accruals...................... 41
CRapter V CONCIUSIONS ......eeiiuiiiiiiieeiiteeeteeetaeeseeaesessasssseesssaeeasseeessseeessseessssesessseessseesssesesssees 45
5.1 RESUILS SUMIMATY ... ..oiiiiitieiiie ittt esteei e steens e s e esbeestteenseessaeebeenseeesbeeseesnsaenseesssesnseens 45
5.2 Limitations of the ReSearch............cooueiiiiiiiiiii e 46
REfEIENCE ...oveveenreenereeBennreeee My vnngs Tee e oo R Fo e s asttTraageceneevosglocnerveonnesaneeooneeseessesons 48

vV



List of Tables

Table 1 Sample Selection Procedure ............cccooviiiiiiiiiiiieiieieeee e 29
Table 2 DeSCriptiVe STAtISTICS. .. .eeiuieeiieriieeieetieeie et et e et et e ste et eeeeebeessaeebeesseesnseeseeenseenne 32
Table 3 Correlations for Model 1........ccooouiiiiiiiiiiiiieieee e 33
Table 4 Correlations for MOdel 2........cc.coouiiiiiiiiiniiiieceeee et 34
Table 5 Correlations for Model 3........cc.oouiiiiiiiiiie s 35

........................................................................................................................................... 37
Table 7 Regression for MOdel 1.........ccoiiiiiiiiiiiiiiiiiiiie sttt e 38
Table 8 Regression for MOAEl 2.......coociieiiiiiiieeeeieeeiee et esae e eveeesveeesavee e 43
Table 9 Regression for MOdel 3.......ccouiiiiiieiiieeiieee et et seaee e 44



