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Abstract: This study examines the intricate relationship between earnings management
practices and corporate performance among Chinese listed companies, revealing distinctive
characteristics shaped by China's unique institutional environment. The research demonstrates
that earnings management exhibits dual effects on firm performance, with accrual-based
earnings management showing divergent impacts on accounting versus market performance
measures, while real earnings management consistently demonstrates detrimental effects on
long-term corporate value creation.

Keywords: Earnings Management; Corporate Performance; Chinese Listed Companies;
Ownership Structure

1. Introduction

Earnings management represents a pervasive phenomenon in corporate financial reporting,
defined by Healy and Wahlen (1999) as managerial judgment exercised in financial reporting
and transaction structuring to alter financial reports, potentially misleading stakeholders
regarding the company's underlying economic performance or influencing contractual
outcomes based on reported accounting numbers. Within China's rapidly evolving capital
market context, earnings management practices exhibit distinctive characteristics that warrant
systematic investigation.

The prevalence of earnings management in Chinese listed companies reflects both internal
organizational dynamics and external institutional pressures. As Dong et al. (2020) observe,
earnings management is more prevalent in China due to various internal factors including
strong managerial incentives, agency conflicts between controlling and minority shareholders,
and the tunneling and propping attitudes of largest shareholders. External factors, particularly
regulatory requirements mandating Chinese listed companies to meet specific profitability
thresholds established by the China Securities Regulatory Commission, further intensify
earnings management practices.

Institutional Peculiarities of Chinese Listed Companies

Chinese listed companies operate within a distinctive regulatory framework that creates
powerful incentives for earnings management. The China Securities Regulatory Commission
imposes stringent profitability requirements, necessitating companies to maintain specific
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earnings thresholds to obtain IPO permissions and access capital markets. This regulatory
environment provides compelling motivations for earnings management, as even state-
controlled companies may enhance their IPO approval prospects through earnings
manipulation (Aharony et al., 2000).

Unlike the dispersed ownership structures prevalent in Anglo-American markets, Chinese
listed companies exhibit highly concentrated ownership patterns characterized by controlling
shareholders. This concentration creates principal-principal agency conflicts between
controlling and minority shareholders, where controlling shareholders may exploit their
dominant positions to engage in earnings management for private benefit extraction at the
expense of minority shareholders.

State-owned enterprises (SOEs) maintain significant presence among Chinese listed
companies, introducing unique incentive mechanisms distinct from private enterprises. Li
(2021) demonstrates that non-state-owned enterprises engage more extensively in accrual-
based earnings management compared to SOEs, as SOE managers lack incentives to enhance
stock prices and performance reporting. Conversely, SOE managers may possess material
incentives to participate in real earnings management to fulfill governmental political
objectives, manipulating current earnings at the expense of future profitability (Attig et al.,
2020).

Following China's adoption of International Financial Reporting Standards (IFRS) in 2006,
Chinese listed companies shifted toward manipulating real activities that are less detectable
and inadequately scrutinized to achieve upward earnings management (Ho et al., 2015).
Additionally, Kuo et al. (2014) document increased real earnings management levels among
Chinese listed companies following the 2005-2007 split-share structure reform.

Taxonomy and Manifestations of Earnings Management

Earnings management in Chinese listed companies manifests through two primary approaches:
accrual-based earnings management (AEM) and real earnings management (REM). Accrual-
based earnings management represents the traditional approach whereby managers manipulate
earnings through accounting policy selections to obscure or distort actual economic
performance. In China, AEM application faces constraints from accounting standards, yet
managers continue achieving earnings management objectives through practices including
asset impairment provisions and reversals, R&D expenditure capitalization, and fixed asset
depreciation methods (Hu, 2003; Zhao, 2006; Luo, 2010). However, the relevance and
applicability of discretionary accruals as earnings management tools face certain limitations in
China, as Chinese accounting practices historically provided managers with relatively limited
reporting flexibility (Ding et al., 2007).

Real earnings management enjoys more widespread application among Chinese listed
companies. Roychowdhury (2006) defines real earnings management as "actions taken by
company management that deviate from normal operating activities, making at least some
stakeholders believe that the company has achieved its financial reporting objectives during
normal production and operating activities." Chinese listed companies' real earnings
management manifests primarily through two forms: adjusting routine operational activities
such as managing earnings through price discounts, overproduction, and reducing controllable
costs, and adjusting asset transaction activities, primarily through long-term asset disposals.
Within China's unique institutional environment, real earnings management offers enhanced
concealment and reduced detection risks, making it preferable for managers.
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Li and Yao (2019) identify Chinese companies engaging in earnings management through
goodwill impairments, as this provides management discretionary authority to determine
goodwill fair values under certain circumstances. This phenomenon is particularly prominent
in China's M&A market, resulting in widespread "high performance promises, high acquired
goodwill, and high goodwill impairments related to earnings management."

2. Theoretical Framework and Impact Mechanisms

The impact of earnings management on corporate performance can be explained through two
competing theoretical perspectives: agency theory and signaling theory. Agency theory posits
that earnings management represents opportunistic managerial behavior that damages long-
term corporate value, while signaling theory suggests that earnings management can convey
management's private information about future corporate prospects to markets, potentially
enhancing corporate value.

From the agency theory perspective, managers engage in earnings management to maximize
personal interests, often at shareholders' expense. This agency problem is particularly
pronounced among Chinese listed companies due to prevalent concentrated ownership
structures, where conflicts between controlling and minority shareholders may lead to more
severe earnings management issues. Empirical studies by Graham et al. (2005), Jiraporn et al.
(2008), Cohen and Zarowin (2010), Akram et al. (2015), Rodriguez-Ariza et al. (2016),
Bouaziz et al. (2020), and Chakroun et al. (2022) support the view that earnings management
negatively affects corporate performance.

Conversely, signaling theory suggests that earnings management may serve positive functions,
as companies with good financial performance utilize earnings management to reduce capital
market information asymmetries and signal future economic growth. In emerging markets like
China, where information asymmetry problems are more severe, the signaling role of earnings
management may be more important. Studies by Gunny (2010) and Al-Shattarat et al. (2018)
provide evidence supporting the signaling view of earnings management, suggesting that under
certain circumstances, earnings management can facilitate more efficient capital allocation and
enhance corporate value.

3. Differential Performance Impact Analysis

Research reveals that earnings management exhibits significantly different impacts on various
performance measures, particularly between accounting performance indicators and market
performance indicators. This differential impact provides crucial insights into the complex
relationship between earnings management and corporate value creation in the Chinese
context.

Accrual-based earnings management demonstrates contrasting effects on different
performance metrics. Research reveals significant negative correlations between accrual-based
earnings management and Return on Assets (ROA), indicating that accrual-based earnings
management may harm actual operational performance. This negative relationship stems from
the fundamental nature of accrual manipulations—when executives accelerate revenue
recognition or defer expense recognition to enhance current reported earnings, they distort
corporate resource allocation efficiency. Cohen and Zarowin (2010) confirm that these
distortions damage operational efficiency, directly manifested as ROA reductions.
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Furthermore, financial statement credibility may be undermined by extensive accrual-based
earnings management practices, further impairing operational efficiency.

Conversely, significant positive correlations exist between accrual-based earnings
management and Tobin's Q, suggesting that markets may favor such earnings management
activities. This positive relationship can be explained through several interconnected
mechanisms: accrual-based earnings management creates environments favorable for
increased R&D investments, which positively correlate with market valuations; it facilitates
knowledge spillovers, thereby enhancing corporate performance; and it frequently helps
companies meet or exceed analyst expectations, potentially interpreted by investors as positive
management capability signals.

This differential impact reflects the distinctive characteristics of China's capital markets, where
serious information asymmetries and developing market efficiency create conditions where
market participants may interpret earnings management as positive management signaling
rather than purely opportunistic behavior. However, the negative impact on actual operational
efficiency suggests that such practices may compromise long-term competitiveness and
sustainable development capabilities.

Real earnings management demonstrates more consistent negative impacts on corporate
performance across various performance indicators. This occurs because real earnings
management involves manipulating normal business operations, such as cutting R&D
expenditures, deferring maintenance costs, and increasing sales through price discounts. While
these activities may improve short-term financial statement performance, they often sacrifice
long-term corporate value. Chan et al. (2015) finds that although real earnings management
improves short-term company performance, these advantages disappear within three years,
supporting the view that real earnings management represents managerial opportunism that
ultimately destroys shareholder value.

4. Contextual Factors Influencing Earnings Management

Several unique factors shape earnings management practices among Chinese listed companies,
distinguishing them from their Western counterparts. Ownership structure represents a crucial
factor, as the concentrated ownership structures prevalent in China create principal-principal
agency conflicts that extend beyond traditional principal-agent theory. This concentration
requires consideration of both shareholder-manager conflicts and controlling-minority
shareholder conflicts, creating more complex dynamics in earnings management decision-
making.

Enterprise nature significantly influences earnings management behavior, with state-owned
enterprises and private enterprises exhibiting different patterns. Li (2021) demonstrates that
non-state-owned enterprises engage more extensively in accrual-based earnings management
compared to SOEs, while SOE managers may have material incentives for real earnings
management to fulfill governmental political objectives. This distinction reflects the different
incentive structures and objectives facing managers in different ownership contexts.

Political connections uniquely influence earnings management behavior among Chinese listed
companies. Rong (2018) finds that politically connected companies are more likely to engage
in real activities for earnings manipulation compared to non-connected companies, reflecting
China's distinctive political-economic environment's influence on corporate behavior. This
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political dimension adds complexity to earnings management decisions that is less prevalent in
developed Western markets.

Institutional transitions have significantly impacted earnings management behavior among
Chinese listed companies. Following IFRS adoption in 2006, Chinese listed companies'
earnings management methods shifted significantly from accrual-based to real earnings
management as regulatory scrutiny of accounting manipulations increased. Additionally, split-
share structure reforms fundamentally altered the incentive structures facing controlling
shareholders, influencing their earnings management strategies and creating new dynamics in
corporate governance.

5. Policy Implications and Practical Insights

Based on this comprehensive analysis of earnings management and its performance impacts
among Chinese listed companies, several critical policy recommendations and practical
insights emerge for various stakeholders in the Chinese capital market ecosystem.

Regulatory authorities should enhance existing legal frameworks and strengthen earnings
management oversight while recognizing the nuanced nature of these practices. While certain
forms of earnings management may serve positive signaling functions in China's information-
asymmetric environment, excessive earnings management behaviors damage healthy capital
market development. Regulatory improvements should focus on establishing more
comprehensive information disclosure systems that enhance financial information transparency
and reduce information asymmetries, thereby diminishing earnings management incentives
while preserving legitimate signaling mechanisms.

Performance evaluation systems require fundamental reform to avoid over-reliance on single
financial indicators. Corporate performance evaluation should comprehensively consider both
accounting and market performance measures, focusing simultaneously on current operational
efficiency and long-term development potential. Enhanced attention to non-financial indicators
such as innovation capacity and social responsibility fulfillment can provide more holistic
assessments of corporate value creation and reduce incentives for short-term earnings
manipulation.

Corporate management should establish robust value creation frameworks that prioritize long-
term sustainability over short-term earnings management. While moderate earnings
management may help convey positive market signals in China's developing capital market
context, excessive practices ultimately damage long-term corporate value and stakeholder trust.
Management should focus on enhancing core competitiveness through improved operational
management and technological innovation rather than relying on earnings manipulation for
performance enhancement.

Investors should develop sophisticated earnings management identification capabilities and
avoid over-reliance on financial statement data in investment decisions. Investment strategies
should comprehensively consider corporate fundamentals, industry trends, and macroeconomic
environments to make rational investment decisions. Institutional investors should leverage
their professional expertise to enhance monitoring of listed companies and promote improved
corporate governance standards.
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Continued capital market reforms should focus on perfecting market mechanisms through
improved delisting systems and enhanced punishment for violations, thereby improving market
effectiveness and reducing earnings management opportunities. Encouraging long-term
investment horizons and reducing short-term speculation can create better external
environments for sustainable corporate development and reduce pressures for earnings
manipulation.

6. Conclusion

This comprehensive analysis reveals that earnings management among Chinese listed
companies represents a multifaceted phenomenon characterized by distinctive institutional
features that differentiate it from practices observed in developed Western markets. The
concentrated ownership structures, significant state enterprise presence, unique regulatory
environment, and complex political-economic dynamics create a distinctive context where
earnings management practices exhibit both similarities to and significant departures from
international patterns.

The relationship between earnings management and corporate performance demonstrates
remarkable complexity, encompassing both detrimental and potentially beneficial effects
depending on the type of earnings management employed and the performance metrics
examined. Accrual-based earnings management exhibits a paradoxical dual impact, negatively
affecting operational efficiency measures such as ROA while potentially enhancing market
valuation measures such as Tobin's Q. This divergence reflects the serious information
asymmetries characterizing China's capital markets and suggests that market participants may
interpret certain earnings management activities as positive signals rather than purely
opportunistic behavior.

Real earnings management demonstrates more consistently negative impacts across various
performance indicators, reflecting its fundamental interference with normal business
operations and its tendency to sacrifice long-term value creation for short-term financial
statement improvements. The increasing prevalence of real earnings management among
Chinese listed companies, driven partly by enhanced regulatory scrutiny of accounting
manipulations, presents concerning implications for long-term corporate sustainability and
market efficiency.

The motivational drivers underlying earnings management in Chinese listed companies reflect
the unique institutional environment, encompassing traditional capital market and contractual
motivations alongside distinctively Chinese political motivations related to government
relationships and policy objectives. This multifaceted motivation structure creates complex
decision-making environments where managers must balance various stakeholder expectations
and regulatory requirements.

The theoretical frameworks explaining earnings management impacts—agency theory and
signaling theory—both provide valuable insights into the Chinese context, though their relative
explanatory power may differ from that observed in developed markets. The prevalence of
information asymmetries and the developing nature of China's capital markets may enhance
the relevance of signaling theory explanations, while concentrated ownership structures and
complex agency relationships strengthen the applicability of agency theory perspectives.
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Looking forward, the evolving nature of China's capital markets, continuing regulatory
reforms, and changing corporate governance practices suggest that earnings management
patterns and their performance implications will likely continue evolving. Future research
should explore how emerging trends such as digital transformation, ESG considerations, and
increasing international integration influence earnings management practices and their
effectiveness. As China's capital markets mature and become more efficient, the relative
importance of signaling versus agency explanations for earnings management may shift,
warranting continued empirical investigation and theoretical development.
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