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 Do Chinese Listed Property Companies Manage Earnings? 

 

Abstract 

 

This paper investigates earnings management (EM) practices of Chinese listed property 

companies.  We examine Chinese property companies’ incentives for engaging in EM, and the 

relationship between EM and corporate governance mechanisms and the consequence of 

earnings management. Using a substantially hand-collected dataset for 1999-2010, we show 

that Chinese listed property firms planning to issue new rights shares or confronting imminent 

delisting risks are more likely to engage in EM. Firms issuing new rights shares are more likely 

to use discretionary accruals, real earnings management to increase earnings and reduce costs; 

while the firms with imminent delisting risks are more likely to boost earnings by non-

recurring income.  We also find that earnings management is related to the tenure of CEO and 

managerial cash salaries, the ownership structure affects the level of earnings management 

differently in the state owned and non-state owned enterprises. The consequence of EM for two 

different incentives is likely to be different.   

Key words: earnings management, Chinese listed property company, delist, rights share, 

corporate governance   
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Do Chinese Listed Property Companies Manage Earnings? 

 

1. Introduction 

 

This paper investigates earnings management (EM) practices of Chinese listed property companies. To 

the best of our knowledge, this is the first English language, academic paper to study EM and the 

economic performance of Chinese listed property companies.    The study, using a substantially hand-

collected dataset for 1999-2010, provides an enhanced understanding of how and why earnings 

management occurs in the listed property sector in China. Our research focuses upon these interrelated 

questions: Do Chinese listed property companies engage in earnings management? Are there unique 

incentives for Chinese firms to engage in earnings management and whether earnings management can 

enhance the value of the shareholders? Do corporate governance mechanisms affect earnings 

management? 

EM is created by adjusting accrual accounting and/or real economic activities to affect a firm’s 

measured performance. Earnings can be managed through the timing of the recognition of 

revenue, operating costs, and sales of fixed assets (to affect gains and losses) as well as altering 

research and development activities. In essence, managers can select reporting methods, 

estimates and disclosures as well as modify activities in order to generate a firm’s “desired” 

business economics. Management’s use of “judgement” creates opportunities for EM, in which 

managers choose reporting methods and estimates that do not reflect accurately the company’s 

underlying economics. Thus, if EM exists, it can mislead stakeholders and lead to the 

misallocation of resources.  
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It is believed that EM is pervasive in China, in part, because of the institutional settings (Liu 

and Lu, 2007).  The government is the regulator for Chinese stock markets. The majority of 

Chinese listed companies, especially those in the important sectors, such as energy and banking, 

are dominantly controlled by the government. The stock markets regulator, the China 

Securities Regulatory Commission (CSRC), often relies upon company’s accounting data to 

oversee listed companies. The CSRC requires listed companies to meet return on equity (ROE) 

criteria in order to apply for the issuance of additional equity shares (rights issues); and the 

paramount criterion for delisting a company is reported net losses for three consecutive years. 

These rules create obvious managerial incentives for EM.   

 

Since the Economic Reforms, especially Housing Reforms in 2000, permitting Chinese citizens 

to purchase their own homes, there has been a spectacular growth in the demand for real 

property. Simultaneously, accelerated urbanization has augmented real residential property 

demand.  The resultant of these policies and economic forces has created an apparent shortage 

of housing in many urban areas, especially in larger cities. The real estate industry is one of the 

most rapidly growing industries in China since the economic reforms. In the past decade, the 

real estate investment has been growing at over 24% per annual, representing over 20% of total 

fixed asset investment in China. Real estate sector is also the popular destination of foreign 

investment, representing 20% of total foreign investment. Real estate sector is fast growing, 

but strongly competitive. According to the statistics published by China statistics bureau office, 

by the end of 2010, there are 214,397 real estate entities registered with the government 

departments across China.  Chinese listed property companies are amongst the ones that were 

first listed on the stock exchanges at the time the Shenzhen stock exchange and Shanghai stock 
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exchange were open in 1990 and 1991. The listed real estate sector is a small sector in Chinese 

stock markets. By the end of 2010, there are 1,471 companies listed on the stock markets, 

among them are 67 real estate companies, representing 2% of the total market value. The 

reason for such a small number of listed property companies in Chinese stock markets is due to 

the government strong control in the approval for the real estate companies’ IPO  with the 

intention to cool down the overheat investment in real estate sector. From 1996-2002, no real 

estate company was listed through IPO. Since 2002, there are only four real estate companies’ 

IPO approved. Although it is a small sector, it is a sector that has been attracting most of the 

public attention, particularly in the aspects of net incomes, capital raised and manager’s 

financial rewards, thanks to the rapidly growing of the China’s property market, the solid 

demand for properties and pivotal role the property industry plays in the whole economy. The 

property companies’ earnings, capital raised and capital expenditure are often used as 

barometer to evaluate the real estate market performance.  

 

Studying the earnings management by industry is important since the different industry 

characteristics dictate how managers are incentivised and use different methods for managing 

earnings. Majority of Chinese listed property companies are developer that develops and trades 

properties at a profit. Property development requires intensive capital investment and has 

relatively long production cycle. The unit price of product is high. For a property company, a 

relatively small number of individual transactions will have a material effect on the result, and 

probably also on the balance sheet. Securing funding, especially external funding is crucial to 

the survival and sustainable growth of Chinese property companies. To raise external capital 

from the equity or debt markets, the company has to meet accounting performance regulatory 
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standards. Second, management job security, career promotions and managerial cash 

compensation and bonuses are all assessed against company’s accounting performance.  The 

institutional settings provide managers both opportunities and incentives to manage earnings . 

The relatively short history of Chinese capital markets and Western-style corporate governance, 

ineffective law and regulation enforcement, highly concentrated ownership, lack of Board of 

Directors independence and managerial entrenchment might be contributing factors for 

explaining pervasive and insidious EM.  

 

Focusing on a single industry allows us to hold production functions relatively constant in the 

cross-sectional analysis and to identify the effect of an important accounting choice (full cost 

or successful efforts) on earnings management. Studying and understanding Chinese listed 

property company EM is important. Sustained Chinese economic growth and rapid expansion 

of its real estate markets have attracted large flows of domestic and international capital. 

However, foreign direct investment in Chinese property market is restricted by the government. 

Indirect investment through investing in listed property companies is one of the options for 

foreign capital to participate in this rapidly growing sector. Understanding the true economic 

performance of Chinese listed property companies is essential for investors to allocate 

resources and protect their economic interests.  

 

Our empirical research strategy is sub-divided into three intertwined elements.  First, we 

develop an empirical framework for detecting EM. We analyze two types of EM: accruals 

management and real activities adjustments; then we identify special incentives for earnings 

management. Second, we examine whether strong corporate governance practice has effect on 
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earnings management by relating the levels of earnings management to a set of principal 

corporate governance mechanisms such as ownership structure, board independence, CEO 

tenure and senior manager’s cash compensation. Finally, we examine the consequence of 

earnings management by examining the investment opportunity after the “suspected” period of 

earnings management. 

 

In order to address these questions, we develop a micro-methodology and a multivariate 

statistical model for detecting, explaining, and evaluating EM.  We provide evidence that a 

company considering issuing rights shares would “boost” profits by modifying accrual and 

increase revenues and/or to reduce costs in order to meet regulatory requirements.  At the other 

end of the spectrum, companies with imminent delisting risk avoid further loss by increasing 

non-operational income.  Delisting risk and the new rights equity shares issuing firms typically 

use different techniques to achieve EM. Real earnings management is utilized more extensively 

to alter the economic performance by the firms with imminent delisting risk; while the firms 

issuing equity shares are more likely to utilize both discretionary accruals and real earnings 

management to boost the profit.  Third, we demonstrate that there exists a relationship between 

EM and CEO tenure and manager’s compensation. We also find that the consequence of EM is 

different. The companies issuing rights shares are more likely to respond to the investment 

opportunities after the “suspected” period; whilst the firms avoid delisting risk fail to achieve it.  

 

The paper design is as follows: Section 2 provides a selective literature review of accrual 

management (AM) and real earnings management (REM), including the sparse existing 

analyses for Chinese listed companies.  Section 3 develops three principal hypotheses, 
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discusses the database, and outlines the statistical models. In Section 4, we present and 

evaluate the statistical findings; and delineate our conclusions in Section 5. 

 

2. Selective Literature Review 
 
The definition of earnings management is gossamer. Researchers often develop their own 

definitions for EM. We employ Healy and Wahlen (1999, p. 368) notions that “earnings 

management occurs when managers use judgment in financial reporting in structuring 

transactions to alter financial reports to either mislead some stakeholders about the underlying 

economic performance of the company or to influence contractual outcomes that depend on 

reported accounting numbers”. Ortega and Grant (2003) classify the techniques that U.S. firms 

use to manage the earnings into four categories: (1) modifying revenue recognition (such as 

recognizing revenues prematurely to increase earnings); (2) timing operating expenses  (such 

as shifting expenses from one period to another); (3) employing unrealistic assumptions to 

estimate liabilities (such as using aggressive assumptions when accruing liabilities); and (4) 

altering real or operating actions (making voluntary business decisions in the ordinary course 

of running a business). Dechow and Skinner (2000) ever point out that the main focus of 

earnings management is not only on the GAAP-based earnings management, but it should also 

include operational or real activities which deal with voluntary business decisions like slashing 

prices when sales are lagging (Schipper, 1989), or timing real business decisions such as 

delaying or accelerating discretionary expenditures.  

 

The bulk of previous EM research focuses upon detecting abnormal accruals (see the survey of 

literature undertaken by Healy and Wahlen, 1999; Fields, et al., 2001; Dechow, et al, 2010). 
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For example, Marquardt (2004) finds that firms issuing equity increase accrued earnings by 

accelerating revenue recognition and have unexpected large account receivables, while firms 

wishing to avoid reporting reduced earnings are more likely to use specific  nonrecurring items 

to increase earnings. Of course, accruals under a manager’s discretion are limited because they 

will offset across different accounting periods (Sloan, 1996). Furthermore, accruals accounting 

practice is controlled by GAAP, which makes it difficult for managers continuously to 

augment earnings. Financial managers may be willing and able to manage earnings by 

modifying real activities instead of accruals (Graham and Knight, 2000). Real earnings 

management (REM), surprisingly, has attracted relatively modest research attention 

(Roychowdhury, 2006). Furthermore, Roychowdhury defines REM as departures from normal 

operational practices, motivated by managers’ desires to mislead stakeholders into believing 

financial reporting goals have been met in the normal course of business.  

 

Real estate EM is a sparsely explored topic. Recently, there are a handful of studies examining 

EM in U.S REITs.  REITs managers may engage in EM in response to regulatory requirements. 

For example, Edelstein, et al. (2007) indicate that REITs may employ REM when confronting 

constrained capability for meeting their legal dividend payout requirements. Zhu, et al. (2010) 

study whether U.S. REITs manipulate earnings around the timing of seasonal equity offering, 

they use the metrics of discretionary accruals (DA) and fund from operation (FFO) to measure 

EM and find the evidence that, in the highly regulated REITs industry, managers manipulate 

financial performance, with FFO being manipulated most, up to three quarters prior to a 

seasonal equity offerings. They also suggest that the levels of EM are influenced by 

diminishing capabilities to generate cash or increase leverage and slack governance. Ambrose 
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and Bian (2010) examine the interaction between stock price movements and EM of U.S 

REITs. They examine accrual management (AM) and real earnings management (REM) and 

find that that REM is utilized extensively to affect equity stock pricing. 

 

A handful of studies examining Chinese listed companies link EM to China’s institutional 

settings. These studies suggest that the two principal motivations for EM are, on the one hand, 

to meet regulatory thresholds for rights shares issuance; on the other hand, to avoid being 

delisted (e.g., Chen and Yuan, 2004, Chen, et al. 2009). These studies claim that the companies 

issuing new shares are more likely to modify current accounts to manipulate earnings (Chen 

and Yuan, 2004); and  firms with delisting risk are more likely to use discretionary accruals, 

reverse assets impairments and non-operational income (NOI) to manage earnings (Chen, et al 

2009). Jian and Wong (2005) document that a Chinese group-controlled firm is more likely to 

use related transactions to manipulate earnings and “tunnel” firm value. Liu and Lu (2007) 

study the relationship between corporate governance and EM, and find that there are systematic 

differences in EM across the universe of Chinese listed companies during 1999–2005. Their 

study suggests that better corporate governance diminishes EM. All these studies use the data 

for all listed companies on the Chinese stock markets.  However, to our knowledge, there is no 

prior academic research focusing on a single industry in China’s context. 

 

3.  Hypotheses development and statistical modelling   

The company data are collected from the Chinese listed property companies’ annual reports. 

The study period is from 2001-2010. We have deleted firms without complete three years’ data. 

The selection criteria is a firm has to have over 50% of revenue generated from property 
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related business for three consecutive years. The strict selection criteria constrain the number 

of firms that could be included in the sample.   Our final sample consists of 530 firm-year 

observations. The range of across-sectional observations ranges from around 45 firms each 

year from 2001-2005 and around 60 firms each year from 2006-2010.  Table 1 contains the 

definitions of the study variables.  

 

 

3.1 Hypotheses development 

 

Prior studies show that EM is more prevalent in poorly performing firms (Kothari, et al., 2005) 

and the standard models of discretionary accruals are least reliable when applied to firms with 

extreme financial performance (Dechow, et al., 1995). For Chinese listed firms, the fear of 

delisting versus the desire and ability to issue new equity stock is likely to generate powerful, 

but different, incentives for EM.  The most important criterion for delisting a Chinese company 

is a reported net loss for three consecutive years. Under the CSRC guidelines established in 

1998, the stock exchanges designate a financially troubled firm as a special treatment (ST) 

entity after reporting losses for two consecutive years; if the company fails to become 

profitable during the next year, it is likely to be designated as a postpone trading (PT) firm. In 

general, a firm will be designated PT if it has negative net profits for three consecutive years. 

Thus, a company that has sustained net losses for two consecutive years has unusually strong 

incentives to manage earnings to “report” a profit during the third year. Though there is only 

one property company that has been delisted since the opening of the Chinese stock markets in 

1990, during the study years, 1999-2010, there are four firms, after reporting losses for three 
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consecutive years were acquired by other companies and diverted the core business from the 

property sector, and a few companies that were able to enter the property sector by purchasing 

other underperforming listed companies.  

 

In contrast, to be eligible for an additional rights share issue, a listed company has to meet the 

financial requirements. It has to maintain, at a minimum, a reported ROE of 6% for three 

consecutive years; and the average ROE over these three years must be no less than 10%. Over 

the study period, there are 39 new rights share issuances in the listed property sector; most of 

the new issuances were initiated after 2006.  Given that the CSRC relies on ROE to review a 

listed company's application for a rights share issue, listed firms considering equity issuance 

have strong incentives to manage earnings to satisfy necessary financial thresholds.  

 

HYPOTHESIS 1: Barbell EM -- Property companies have strong incentives to engage in EM 

because of regulatory rules when either seeking to issue rights shares or attempting to avoid 

being delisted.  

 

EM is believed to be affected by investor regulatory protection and better corporate governance. 

Leuz, et al. (2003), for instance, conduct a cross-country analysis, showing that the level of EM 

decreases with enhanced investor-oriented EM regulatory protection. Using institutional 

ownership and big four auditing firms as proxies for the quality of corporate governance, Zhu, 

et al (2010) study the earning management of U.S REITs and find better corporate governance 

is associated with reduced EM. In the context of China’s institutional setting, Liu and Lu (2007) 

find that for Chinese listed firms, EM is significantly related to ownership concentration and 
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board structure. Good corporate governance practices, such as reducing stock ownership 

concentration and better quality independent outside directors, can mitigate agency problems, 

and tends to reduce EM.  

 

HYPOTHESIS 2: Better quality corporate governance tends to reduce EM. 

 

One strand of literature suggests in the literature that income smoothing could creates value. 

For example, earnings smoothing is associated with improved informativeness of current prices 

for future earnings (Tucker and Zarowin 2006); and leads to higher contemporaneous valuation 

metrics such as market value (Allayannis and Simko 2009) and price to earnings ratio (Barth, 

et al. 1999; Francis, et al. 2003), and to lower cost of debt (Li and Richie 2009). For the 

companies issuing new equity, if the raised capital is invested into the projects which yield 

positive cash flow, the earnings management can benefit the shareholders. This principle 

should be also applicable to the companies with imminent delisting risk. After the delisting risk 

is reduced, the companies are more responsive to their profitable investment opportunities, the 

earnings managements can enhance shareholder’s value; otherwise it will misallocate the 

resource and destroy shareholder’s value. Following this strand of literature, we form our third 

hypothesis as follows: 

 

HYPOTHESIS 3: Earnings management can enhance shareholder’s value. 

 

3.2. Statistical modelling 
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Accruals Management (AM) 

 

Following prior AM studies (Jones, 1991 and Dechow, et al. 1998), the total accruals equation 

(TACC) is calculated as: 

 

1,,,,,,, /)(  tjtjtjtjtjtjtj TADepSTDCashCLCATACC   (1) 

   Where 

∆CAj,t = change in the value of current assets for company i in year t; 

∆CLj,t = change in the value of current liabilities for company i in year t; 

∆Cashj,t = change in cash and cash equivalents for company i in year t; 

∆STDj,t = change in the value of short-term debt included in current liabilities for company i in 

year t; 

Depj,t = depreciation and amortization expenses for company i in year t; 

TAj,t-1 = the value of total assets for company i in year t-1. 

 

Following Jones (1991), we then decompose firm-level total accruals (TACC) into non-

discretionary accruals (NDA) and discretionary accruals (DA).  We estimate equation (2) to 

determine the coefficients for each explanatory variable for total accruals. 

 

ttjtjtjtjtjtjtj TAPPETASTATATACC    1,,31,,21,101,, //)/1(/   (2) 

 

The estimated value from equation (2) for each company is the estimate for NDA in equation 

(3). 
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ttjtjtjtjtjtjtjtj TAPPETARECTASTANDA    1,,31,,1,,21,10, /)//()/1(


 

           (3) 

 

Where ∆Sj,t  is the change in sales for company i in year t. ∆RECj,t  is the change of receivables 

account for company i in year t.  PPEj,t  is gross value of property, plant and equipment for 

company i in year t. 3210 and,,  
 are the estimated coefficients. We then compute DAj,t as 

the difference between TACCj,t and NDAj,t. 

tjtjtjtj NDATATACCDA ,,,, /         (4) 

Larger value of DA indicates a higher probability of earnings-increasing manipulation. 

 

Real Earnings Management (REM) 

 

We use four proxies for real earnings management (REM) (a) managed sales, (b) managed 

costs of goods sold, (c) discretionary expenses, proxied by sales promotion and general 

administration costs and (d) non-operational income (NOI). 

 

Following Dechow, et al. (1998), we estimate sales (SALES) and the costs of goods sold 

(COGS) as a linear function of lagged sales and changes in sales in the previous period. 

Discretionary expenses, proxied by the expenses of selling and administration (SADM), are 

expressed as a linear function of contemporaneous and lagged sales. The estimating functions 

for SALES, COGS and SADM, each scaled by company assets at the beginning of the year.   
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tjtjtjtjtjtjtjtj TASTASTATAS
t

.1,1,31,1,21,101,, )/()/()/1(/      (5)

 

tjtjtjtjtjtjtjtjtjtj TASTASTASTATACOGS ,1,1,41,,31,,21,101,, )/()/()/()/1(/     

            (6) 

tjtjtjtjtjtjtjtjtjtj TASTASTASTATASADM ,1,1,41,,31,,21,101,, )/()/()/()/1(/     

            (7) 

Abnormal sales (ABSALES), abnormal costs of goods sold (ABCOGS) and discretionary 

expenses (proxied by ABSADM) are estimated as the difference between the actual SALES, 

COGS and SADM and normal SALES, COGS and SADM, respectively, with the company’s 

normal values estimated using coefficients from equations (5), (6) and (7). In previous studies 

of U.S REITs, such as Edelstein, et al. (2007) and Ambrose and Bian (2010), the gain or loss 

for the sales of real estate assets is used as one of the measures of EM. In Chinese standard 

accounting, the gains /loss from the disposal of assets are reported as non-operational income 

(NOI) in the financial reports. We, therefore, introduce a fourth REM metric, NOI, to capture 

the impact on earnings generated by certain real activities, such as the disposal of assets and 

the income received from related party transactions (see Chen and Yuan, 2004). Non-

operational income and profits can be employed to manage earnings. Larger ABSALES and 

NOI and smaller ABCOGS and ABSADM indicate higher probability of earnings-increasing 

manipulation. 

 

To test hypotheses, 1, 2, and 3, we construct a set of multivariate statistical regression models.  

Model (8) and (9) are designed to test hypothesis 1 and 2. The dependent variables in these 

equations are DA, ABSALES, ABCOGS, ABSADM or NOI.  To test the barbell hypothesis 
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that EM is found in firms with delisting risk or seeking right share issuance by including as 

explanatory variables two key dummy variables: DELIST and RIGHT. The years when a firm 

reports loss for consecutive two years and profit thereafter take the value of 1; otherwise 0. The 

year and the two yeas prior to it when a firm issues additional equity shares would take the 

value of 1; otherwise 0. 
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Earnings management can be measured as higher DA, ABSALES and NOI, and lower 

ABCOGS or ABSADM. In these statistical models, we also include important control 

variables. We first include ROA calculated as net profit scaled by total asset at the beginning of 

the year and sales growth rate (GROWTH) calculated as the comparison to the previous two 

years’ average sales growth rate. The purpose of manipulating earnings is to boost revenue and 

profit of a firm and fast growing firms may be less necessarily to manage the earnings; thus we 

expect ROA is positively related to EM, while GROWTH is negatively related to EM.  Then, 

we include two measures of financial constraints: firm size (SIZE) (that is the nature logarithm 

of total assets at the beginning of year) and gearing (GEARING) (that is total debt scaled by 

total assets at the beginning of the year). Larger firms are more able to generate economical 
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scale, less likely to be financially constrained and thus depend less on external capital. Hence, 

we expect firm SIZE to be negatively associated with EM. One of the incentives to manipulate 

earnings is to raise external finance. We expect GEARING to be positively associated with EM. 

We also include the market value proxied by the ratio of market value to book value. If 

earnings management leads to severe information asymmetry, then we expect a positive 

relation between earnings management and MKT/BOOK. 

 

Finally, we take the type of firms into consideration by including a dummy variable: POE.  

Ren (2004) argues that SOEs have minimal incentives to meet “expectations,” and have limited 

incentives to meet debt covenants because Chinese banks, which are also owned by the 

Government, are more willing to lend money to SOEs, irrespective of lending risk. However, 

for the private sector borrowers, bank lender scrutiny of borrower risk is likely to be 

substantive and substantial. Because banks are more likely to take into account company 

riskiness when issuing loans to private entities, EM might be utilized to keep credit available. 

This situation is particularly relevant to property companies, since property development 

crucially relies on bank loan. State owned property companies have easier access to the bank 

loan, government funding and other subsidies. Therefore, we construct a dummy variable (POE) 

set to unity, if a property company is owned by a family, private institution or foreign entity; 

otherwise zero. The coefficients on POE are expected to be positive in the equation of DA, 

ABSALES and NOI and negative in the equations of ABCOGS and ABSADM.  

 

In equation (9), we include a set of principal corporate governance mechanisms, i.e. ownership 

concentration, board independence, dual leadership, tenure of CEO and manager cash 
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compensation. Prior studies of corporate governance in China’s context suggest that ownership 

concentration is negatively associated to firm value (Bai, et al. 2004). Lately, Liu and Lu (2007) 

find that ownership concentration denoted as the percentage of shares owned by 10 large 

shareholders is positively related to the level of EM measured by discretionary accrual.  

Following the literature, we expect a positive relation between ownership concentration 

proxied by the percentage of shares owned by first 10 large shareholders (TOP10) and EM. 

Board of directors is more effective in monitoring managers’ financial reporting behaviour, if 

they are more independent of the CEO (Klein, 2002). Board characteristics (e.g. independence, 

the tenure of chairman) are associated with the incidence of fraud in Chinese firms (Chen, et al, 

2009). We construct two variables to capture the board independence; one is the percentage of 

independent directors on board (INDDIR); the other is dual leadership structure (DUAL) which 

is a binary dummy variable that takes the value of 1 if the company’s CEO is not the chairman 

of the board and 0 otherwise. When CEO is also the board chairman, they have larger 

discretionary power in their financial reporting. We, therefore, expect a negative correlation 

between EM and board independence or dual leadership structure. The incentives for manager 

to manipulate earnings could be for job security and pay. We include the tenure of CEO 

(CEOT, the number of years that CEO is in the position) and senior manager’s cash 

compensation at the previous year (LAGMPAY) in the test.  We expect EM is positively 

related to the tenure of CEO (CEOT) and managerial compensation (LAGMPAY) 

   

In equation (10), capital expenditure (I) is used as dependent variable. In the right side of 

equation, we include growth rate (GROWTH) as proxy of investment opportunity, cash flow 

from operation (CFO) and interactions of RIGHT and DELIST with GROWTH and CFO, 
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respectively.  RIGHT is a dummy variable that takes the value of 1 if a firm issuing equity in 

that year and the immediate year after equity issuing. DELIST is dummy variable that takes 1 

if firm makes profit in that year after making loss for two years  and the year after profit 

reporting. If the capital raised is used for profitable projects after the “suspected” period, we 

expect the investment to be more responsive to growth and CFO.  

 

4. Empirical findings 

4.1. Earnings Management Analysis 

As part of our statistical testing for hypotheses 1, that is, property companies manage earnings 

to meet regulatory requirements; we divide the sample into three subsamples. Sub. 1 consists 

of firms reporting a loss in the previous two years, and profits thereafter. There are 108 firm-

year observations in Sub. 1. Sub. 2 consists of firms issuing rights shares. There are 111 firm-

year observations. Sub. 3 includes all other firms and contains 311 firm-year observations. 

Table 2 reports the descriptive statistics of EM metrics by three subsamples. 

 
Our analysis hinges on comparing the levels of EM from Sub. 1 and Sub. 2 with those in Sub. 

3. We report the statistical results for the t-test and the Wilcoxon test in table 2.   Obviously, 

the firms with delisting risk in Sub. 1 have significantly lower DA, ABSALES and ABSADM, 

but higher ABCOGS and NOI compared with the others firms in Sub. 3. The firms issuing 

rights shares in Sub. 2 apparently have significantly higher DA and ABSALES but lower 

ABCOGS and NOI, compared with the other firms in Sub. 3.      

 
 
As indicated earlier, firms that are either avoiding delisting or seeking to issue right shares are 

likely to be under pressure to appear to be relatively more profitable. To avoid being classified 
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as either ST or PT, firms may manipulate earnings in order to report profits during the third 

years. In contrast, listed companies seeking to issue rights shares must achieve at least 6% 

ROE for three years and a 10% average ROE for three years. Therefore, EM focuses crucially 

around the third year (either for avoiding delisting or applying for rights shares issuance).  For 

our analysis, we make further division within the sample of firms with delisting risk and one 

issuing rights shares.  For firms with delisting risks, the firm-years incurring losses are coded 

as Y-1, the year the firm reports profits is coded as Y-0, and the first year after reporting profits 

is coded as Y+1. For the firm issuing rights shares, the two years before the share issuance are 

coded as Y-1, the year of the equity issuance is coded as Y-0, and the year after the shares 

issued is coded as Y+1. The patterns for the mean values of DA, ABSALES, ABCOGS, 

ABSADM and NOI are presented in Figure 1 and 2.  

 
 
As can be gleaned from these two figures, at Y-0, the mean value for overall EM (DA) for both 

types of “suspect” firms is greatest, and declines at Y+1, suggesting the managers in these firms 

manipulate accruals to reduce delisting risks and to enhance the likelihood of meeting rights 

shares issuance requirements. For the firms with delisting risk, the most distinct change is 

ABSADM at Y-0, where it is lowest; then it increases rapidly, suggesting that these firms 

utilize costs reductions in order to report profits and avoid being placed into PT status. The 

firms issuing rights equity report higher ABSALES and lower ABCOGS at Y-0 as well; that is, 

EM is accomplished through both sales revenues increases and costs reductions.   

 
 

4.2. Principal findings 

First all, we run the descriptive statistics tests and the results are reported in Table 3. 
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Before we run the regression tests, we run Hausman tests for endogeneity. Endogeneity exists 

in ABCOGS, ABSADM and NOI equations where instrumental variables such as disposable 

income per capita, the equity value, lending rate for 1-3 years loan are included in the tests. 

Regression tests results are reported in Table 4, 5 and 6.      

 

Table 4 contains regression tests corresponding to equation (8) and examines the relationship 

between earnings management and micro-firm incentives. As expected, ROA is significantly 

and positively related to DA and NOI, and negatively to ABSADM. Growth is positively 

correlated to ABSALES and statistically significant at 1%.The coefficients on gearing are 

positive and statistically significant in the equations of DA and NOI, indicating that securing 

debt finance is one of the incentives to manage earnings. MKT/BOOK is positively and 

significantly related to ABSADM and NOI, indicating the information asymmetry does exit in 

the Chinese stock markets. As expected, the firms issuing rights shares have significantly 

higher DA and ABSALES, but lower ABCOGS. However the coefficients on DELIST are 

significantly low in ABSALES equation, but significantly high in the equations of ABCOGS 

and NOI.  This finding is consistent with Roychowdhury (2006), that is, the firms that are close 

to reporting loss and are suspected to engage in earnings-increase activities have lower 

abnormal cash from operation (CFO) and abnormal discretionary expenses proxied by 

abnormal selling and general administration cost, but higher abnormal cost of good sold. These 

results also suggest that firms issuing rights shares manage earnings through increasing DA 

and ABSALES and reducing ABCOGS, whilst the firms with delisting risk engage in earnings-

increase manipulation through NOI. The coefficients of POE have expected signs, but 

insignificant in all equations except in the equation of ABSALES where POE is negatively 
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associated with ABSALES and statistically significant at 1%, indicating EM exists in POE, 

though insignificant. 

 

Table 5, corresponding to model (9), contains the regression tests results for the relationship of 

corporate governance and EM. We include various corporate governance variables in these 

equations. We find TOP 10 has no significant impact on EM in all equations except for 

ABSALES to which it is negatively related and is statistically significant at 5%, indicating 

highly concentrated ownership structure can reduce the level of EM in the listed property 

sector. This finding is inconsistent with the study of Liu and Lu (2007) who find that 

ownership concentration is positively associated with EM proxied by discretionary accruals. 

However, the interaction variable of TOP10*P is positively associated with DA, ABSALES 

and ABSADM, but negatively related to NOI; they are all statistically significant at 

conventional levels, suggesting that highly concentrated ownership structure in POE facilitates 

managers to manipulate earnings. With the inclusion of the corporate governance variables, the 

coefficients of POE become significant in the equations of ABSADM and NOI and have the 

expected signs. These findings provide evidence that earnings management does exist in POE, 

especially in the POE with highly concentrated ownership structure. INDDIR and DUAL have 

no significantly effect on EM. CEOT is positively correlated with NOI. MPAY is negatively, 

but positively related to ABCOGS and NOI. The findings strongly suggest that the incentives 

for EM in Chinese listed property companies are more likely driven by job security and 

managerial compensation.     
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Table 6 reports the investment opportunity sensitivity across rights shares issuing firms, firm 

with delisting risk and others, corresponding to the Model (10). CFO itself enters the 

regression significantly and positively, whilst GROWTH*D has a negative sign and marginally 

significant. GROWTH* R and CFO*R have positive sign and are statistically significant at 1% 

and 5%. These results indicate that for the firm issuing rights shares, after earnings-increasing 

management, the capital raised is more likely to be invested in profitable projects and enhance 

the value of the shareholder; whilst the firms with delisting risk is unlike to achieve this result. 

 

5. Conclusions 

In this paper we examine the earnings management of Chinese listed property companies. First, 

we find that Chinese listed property companies manage earnings in order to meet regulatory 

requirements.  At one end of the spectrum, firms seeking to apply for rights stock issuance are 

prone to manage earnings; at the other end of the spectrum, firms trying to avoid being delisted 

are likely to manage earnings. We find a company being confronted with delisting risks would 

be more likely to use “real” versus “accruals” to manipulate earnings. Firms issuing rights 

shares are more likely to utilize both AM and REM to increase profits.  We find, somewhat 

unexpectedly, that ownership concentration has no apparent impact on the four of our five 

earnings management measures; at the same time, board independence and dual managerial 

leadership structure (i.e., when the company Chairman and CEO are not the same person)  have 

no significant influence on EM. But we find evidence that tenure of the CEO and increased 

managerial compensation are strongly associated with increased EM. We also find that after 

“suspected” period, the firms raising capital by shares issuance are more likely to respond 

positively to investment opportunity; whilst, the firms that avoid delisting risk fail to do so. 
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These findings are preliminary, and, because of the inherent small sample size, should be 

considered suggestive rather than definitive. 

 

Nevertheless, while this study is predicated using a relatively small sample of Chinese listed 

property corporations, it suggests that AM and REM are pervasive.  The control of AM and 

REM is thorny and is likely to require careful and focussed independent regulatory oversight.  

This conclusion may be especially relevant to the Chinese stock regulators.  The coordinated 

regulation of the stock exchanges and the bank system are also likely to be needed to mitigate 

EM.   
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Tables 1: Definition of study variables 

TA Total assets 

SALES Sales from main business operation  

∆S Change in sales 

GROWTH Average growth rate of sales compared with previous two years 

SIZE The natural logarithm of total assets at the beginning of the year. 

ROA Net profit scaled by lagged total assets  

DELIST Dummy variable: equals 1 if a firm reports loss for consecutive two years 

and profits in the immediate past year; otherwise zero. 

RIGHT Dummy variable: equals 1 if a firm issues new shares at the current year and 

two years prior to the new issues; otherwise zero. 

COGS Costs of goods sold scaled by lagged total assets. 
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SADM Expenses of sales promotion and general administration scaled by lagged 

total assets.  

TACC Total accruals scaled by lagged total assets. 

DA Discretionary accruals calculated as deviation between total accruals and 

predicted values. 

ABSALES         Abnormal sales measured as deviation between actual and predicted values 

ABCOGS Abnormal costs of goods sold measured as deviation between actual and 

predicted values 

ABSADM Abnormal expenses of sales promotion and general administration measured 

as deviation between actual and the predicted values 

NOI The non-core operational income scaled by lagged total assets. 

Gearing The ratio of short-term and long term debt to total assets 

POE Dummy variable: equals 1 if a firm is owned by family, private or overseas 

institution; 0 if owned by state agent or another state owned enterprise. 

TOP 10 The percentage of shares owned by top 10 large shareholders 

TOP10*P The interaction of TOP10 and POE 

INDIR The percentage of independent directors on board 

DUAL A dummy variable: equal 1, if the chairman and CEO are separate persons; 

otherwise 0. 

CEOT Tenure years as CEO 

LAGMPAY The natural logarithm cash salary and bonus of top three managers at the 

beginning of the year. 

 
 
 
Table 2 Mean comparison of the firms with delisting risk and issuing shares to other firms 

        Difference  Difference  
   Mean  Median  Std. Dev. Mean p-value Median p-value 
EM by DA        
DA of DELIST -0.072 -0.035 0.3 -4.01 0 5.085 0
DA of RIGHT 0.171 0.1 0.389 2.806 0.006 2.968 0.003
DA of OTHERS 0.059 0.046 0.353         
REM by ABSALES        
ABSALES of DELIST -0.086 -0.12 0.14 -6.106 0 4.62 0
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ABSALES of RIGHT 0.069 0.037 0.338 1.854 0.067 3.574 0
ABSALES of 
OTHERS 0.005 -0.031 0.347         
REM by ABCOGS        
ABCOGS of DELIST 0.034 0.034 0.044 6.256 0 5.895 0
ABCOGS of RIGHT -0.044 -0.018 0.159 -3.09 0.003 5.413 0
ABCOGS of 
OTHERS 0.004 0.008 0.061         
REM by ABSADM        
SADM of DELIST -0.003 -0.008 0.246 0.298 0.766 4.216 0
SADM of RIGHT -0.003 -0.006 0.025 -1.237 0.219 2.124 0.034
SADM of OTHERS -0.001 -0.001 0.063         
REM by NOI        
NOI of DELIST 0.006 0 0.031 -3.134 0.002 0.144 0.886
NOI of RIGHT -0.003 -0.006 0.025 -1.237 0.219 2.124 0.034
NOI of OTHERS 0.015 0.001 0.059         
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Table 3. Descriptive statistics tests 

  

Sales 
(RMB in 
billion) 

Total 
assets 

(RMB in 
billion) 

Mkt Cap 
(RMB in 
billion) 

ROA 
(%) 

Growth 
rate (%) 

Gearing 
(%) MKT/BOOK

TOP10 
(%) 

INDDIR 
(%) DUAL CEOT 

MPAY 
(RMB in 

'000) 
 Mean 182.38 710.45 660.06 2.35 65.31 25.71 2.25 53.35 31.01 0.87 2.88 47.51
 Median 74.91 291.66 285.05 2.84 14.78 25.10 0.98 55.18 33.33 1.00 2.50 28.32
 
Maximum 5,071.39 21,563.76 19,112.9 233.85 1,990 284.86 337.61 86.85 50.00 1.50 9.00 720.00
 Minimum 0.00 0.5 17.71 -376.53 -91.29 0.00 0.10 1.97 0.00 0.00 0.17 0.91
 Std. 
Dev. 462.45 1,677.72 1,342.28 22.03 877.97 19.61 15.12 15.84 8.79 0.34 1.96 67.94
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Table 4. Regression tests of earnings management  

  DA ABSALES ABCOGS ABSADM NOI 
ROA 0.005 0.001 -0.001 -0.001 0.003 
 (6.964)*** (0.232) (-0.578) (-5.329)*** (21.13)*** 
SIZE 0.099 -0.041 -0.006 0.03 -0.037 
 (3.256)*** (-1.412) (-0.727) (3.129)*** (-7.114)*** 
GROWTH -0.001 0.001 -0.001 0.001 -0.001 
 (-0.505) (3.172)*** (-1.3) (0.385) (-0.214) 
GEARING 0.003 -0.001 -0.001 -0.001 0.002 
 (4.651)*** (-0.729) (-1.103) (-0.929) (11.512)*** 
MKT/BOOK 0.001 0.001 -0.001 0.001 0.001 
 (0.343) (0.398) (-0.928) (1.781)* (6.872)*** 
DELIST -0.027 -0.105 0.03 -0.002 0.021 
 (-0.608) (-2.466)*** (2.604)*** (-0.163) (2.295)** 
RIGHT 0.081 0.079 -0.043 -0.014 0.006 
 (2.124)** (2.175)** (-4.283)*** (-1.154) -0.885 
POE 0.044 -0.062 -0.003 -0.01 0.003 
 (1.402) (-2.057)** (-0.316) (-1.019) (0.512) 
C -0.415 0.176 0.032 -0.091 0.087 
 (-3.638)*** (1.608) (1.063) (-2.498)*** (4.407)*** 
Instrumental? No No Yes Yes Yes 
Adjusted R2 0.14 0.034 0.059 0.069 0.574 
F-test 11.738 3.328 5.182 5.906 89.995 
p-value 0 0.001 0 0 0 

Note: ***, ** and * stand for the significance at the levels of 1%, 5% and 10%.   
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Table 5: Regression of EM and corporate governance  

  DA ABSALES ABCOGS ABSADM NOI 
ROA 0.005 0.001 -0.001 -0.001 0.003 
 (7.014)*** (0.145) (-0.31) (-5.178)*** (21.16)*** 
SIZE 0.12 -0.038 0.005 0.018 -0.048 
 (3.209)*** (-1.051) (0.556) (1.529) (-7.579)*** 
GROWTH -0.001 0.001 -0.001 0.001 -0.001 
 (-0.533) (3.139) (-1.367) (0.415) (-0.119) 
GEARING 0.004 -0.001 -0.001 -0.001 0.001 
 (4.949)*** (-0.525) (-0.859) (-0.124) (9.9)*** 
MKT/BOOK 0.001 0.001 -0.001 0.001 0.001 
 (0.95) (0.609) (-0.418) (2.2)** (5.643)*** 
DELIST -0.04 -0.118 0.024 -0.005 0.012 
 (-0.871) (-2.671)*** (1.962)** (-0.37) (1.605) 
RIGHT 0.072 0.083 -0.042 -0.02 0.008 
 (1.849)* (2.242)** (-4.092)*** (-1.585) (1.26) 
POE -0.136 -0.27 -0.015 -0.106 0.067 
 (-1.215) (-2.528)*** (-0.502) (-2.996)*** (3.557)*** 
TOP10 -0.001 -0.003 -0.001 -0.001 -0.001 
 (-0.125) (-2.084)** (-0.155) (-0.155) (-0.93) 
TOP10P 0.003 0.004 0.001 0.002 -0.001 
 (1.713)* (2.019)** (0.461) (2.897)*** (-3.759)*** 
INDDIR 0.001 -0.001 0.001 -0.001 -0.001 
 (0.65) (-0.254) (0.601) (-1.241) (-1.04) 
DUAL -0.024 0.017 -0.016 -0.019 0.01 
 (-0.524) (0.4) (-1.376) (-1.299) (1.336) 
CEOT -0.002 0.008 -0.002 -0.002 0.003 
 (-0.271) (1.003) (-0.945) (-0.984) (2.33)** 
LAGMPAY -0.031 -0.019 -0.011 0.009 0.012 
 (-1.53) (-0.989) (-2.059)** (1.369) (3.658)*** 
C -0.4 0.345 0.04 -0.03 0.093 
 (-2.602)*** (2.347)** (0.991) (-0.623) (3.574)*** 
Instrumental ? No No Yes Yes Yes 
Adjusted R2 0.146 0.034 0.065 0.093 0.621 
F-test 7.313 2.308 3.564 4.788 61.56 
p-value 0 0.004 0 0 0 

Note: ***, ** and * stand for the significance at the levels of 1%, 5% and 10%.  
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Table 6. The regression tests of corporate investment 

  Coefficient t-Statistic Prob. 
CFO 0.211 3.694 0 
GROWTH 0.001 0.588 0.557 
GROWTH*D -0.001 -1.635 0.103 
GROWTH*R 0.004 4.681 0 
CFO* D  0.14 0.654 0.513 
CFO* R 0.954 8.161 0 
C 0.067 2.206 0.028 
Adjusted R2 0.205  0.581 
F-test 23.688  2.141 
p-value 0   

Note: ***, ** and * stand for the significance at the levels of 1%, 5% and 10%.   
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Figure 1 

Firms Issuing Rights Shares
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Figure 2 

Firms with Delisting Risk
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