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Abstract

Earnings management is aways a hot issue in both theoretical and practical
circles. Most early literature mainly focus on study the firm's accruals earnings
management behavior. But recently, more and more literatures find out that with the
perfection of legal system as well as accounting standards and the strengthen of the
supervision, the space left for accruals earnings management is getting smaller and
smaller. Under this circumstance, most companies advance with the times and switch
to use the more subtle real activities to manage the earnings. In this article, what the
questions we are interested in including: Do Chinese listing companies engagesin real
activities earnings management? What is the economic consequence of real acitivities
earnings management? Does the implement of new accounting standards accelerate
the appearance of rea actitivies earnings management? How to governance real
activities earnings management effectively?

Base on above questions, we empiricaly study the real activities earnings
manament behavior of China's listing companies. Our main findings are including:

1. The listed companies only use accruals but not real activities to manage
earnings downward in the year of top manager turnover. In addition to the reversing
accruas, the listed companies also use real activities to manage earnings upward after
the year of top manager turnover. Our further studies show that the concurrent
turnover of chairman and CEO will result in more accruals earnings management
downward in the year of manager turnover. And it also results in more accruals and
real activities earnings management upward after the year of manager turnover.

2. When current earnings are 'poor' and expected future earnings are 'good,
managers will manage earnings upwards by accruas, which means they 'borrow’
earnings from the future for use in the current period. Conversely, when current
earnings are 'good' and expected future earnings are 'poor' managers will manage
earnings downward by accruals, which means they 'save’ current earnings for possible

use in the future. When current earnings are 'poor' and expected future earnings are



also 'poor’, managers will manage earnings upwards by real activities. Conversely,
when current earnings are 'good' and expected future earnings are also 'good' , they
will never engage in real activities earnings management.

3. Small profit companies manage earnings upwards significantly by accruals as
well as real activities. Small profit companies use less accrual earning management
but more real earnings management significantly after the promulgation of new
accounting standards. It suggests that the promulgation of new accounting standards
urge small profit companies switch to use more covert rea activities to manage
earnings. Our further research show that real earnings management is negative related
to the subsequent operating performance of list companies after we control other
influence factors. It suggests that real earnings management will harm companies
long term value.

4. Institutional ownership positively correlaies with accruals earnings
management as well as real activities earnings management. It suggests that
ingtitutional investor plays an active monitoring role in corporate governance. Our
further studies demonstrate that real activities earnings management negatively
correlates with long-term operating performance, accruals earnings management
negatively correlates with short-term operating performance, while institutional
ownership positively correlates with long-term operating performance. It suggests that
institutional investor contributes to companies long-term value, monitoring and
restricting earnings management is one of rolesit playsin corporate governance.

5. Firms' audited by big four have engaged in less earnings management than
other firms significantly. After distinguishing the direction of earnings management,
we find that firms audited by big four have engaged in less positive earnings
management than other firms significantly. But there is no significantly difference for
negative earnings management. We also find out that the listed companies audited by
international big four exhibit lower extent of real activities earning management. It
suggests that compared with local accounting firms, international big four accounting
firms play agovernancerolein list firms earnings management behavior.

Our findings suggesting that: real actitivies earnings management is a



widespread issue in China listing companies. The implement of new accounting
standards accelerate its appearance to some extent. Besides, real activies earnings
management will harm companies’ long term value. Vigorously develop institutional
investor and introduction international big four will be helpful to avoid the excessive
problem of real actitivies earnings management.

Key words: accruals earnings management; real activities earnings management;
executive turnover; income smoothing; new account standards; institutional investor;

international big four accounting firms;
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