
The COVID-19 and earnings management: China’s evidence

ABSTRACT

This study investigated the relationship between the COVID-19 outbreak and the

Chinese listed firms’ earnings management practices. It also examined how this

relationship was moderated by the Chinese listed firms’ corporate social responsibility

(CSR) and the external corporate governance mechanism. The data in this study were

mainly retrieved from the China Stock Market and Accounting Research (CSMAR)

database and the Chinese Research Data Services Platform (CNRDS). The final

sample contained 2,029 A-share firms listed in the Shanghai and Shenzhen Stock

Exchanges, which released financial reports during the pandemic in 2020. The study

applied the performance-adjusted Jones and the modified Jones model to calculate

accrual-based earnings. To estimate the real activity-based earnings, this study used

the following three measurements: The absolute value of the abnormal cash flow from

operations, the absolute value of the abnormal production costs, and the absolute

value of the abnormal discretionary expenditures. The results of this study indicated

an increase in accrual-based earnings management (AEM) and a significant decline in

real activity-based earnings management (REM), in firms in the most severely

affected regions. In these regions, both AEM and REM were less pronounced for the

firms with a higher CSR performance than those with a lower CSR performance.

Moreover, firms audited by the Big 10 auditors were less likely to manipulate

earnings through AEM or REM.
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INTRODUCTION

The COVID-19 outbreak has exerted varied impacts on the financial market and firm

financial performance (Ruiz et al., 2020). Given the scenario and firm behavior during

financial crises, the firms are expected to manipulate their reported earnings to

respond to the current negative market environment (Choi et al., 2011). The

manipulation of earning or earnings management is divided into two

streams-accrual-based earnings management (AEM) and real activity-based earnings

management (REM) (Graham et al., 2005; Kim et al., 2018). AEM occurs when

managers manipulate the accrual component of earnings, while REM occurs when

managers manipulate real activities, such as when they reduce expenditures on

research and development, which directly impacts the cash flow of the firms (Cimini,

2015).

The research on earnings management has focused on AEM and REM, given that

earnings are the sum of accruals and operating cash flows. The empirical research has

shown substantial evidence that firms manage earnings by manipulating various

operational, investment, financial activities (Xu et al., 2007) and discretionary

expenditures (Roychowdhury, 2006). For instance, Baber and Fairfield (1991) and

Roychowdhury (2006) have investigated the manipulation of operational and

investment activities, particularly the manipulation of discretionary expenditures.
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Studies have also examined firms’ manipulation of production, inventory, and sales to

smooth earnings and meet earnings targets (Dhaliwal et al., 1994; Roychowdhury,

2006). In this regard, studies have found that firms can use the income from the sales

of long-term assets to smooth earnings and achieve earnings forecasts (Bartov, 1993;

Herrmann et al., 2003). Earnings management also occurs when managers use

judgments in financial reporting (Healy and Wahlen, 1999). Dye (2002) defines such

structuring of transactions as “classification manipulation.” Mittelstaedt et al. (1995),

Comiskey and Mulford (1986), Imhoff and Thomas (1988), and Ayers et al. (2002)

are some studies that have examined earnings management by structuring operational

and investment transactions.

Earnings manipulation through financial activities has been examined in regard to

stock repurchases (Bens et al., 2003; Hribar et al., 2006), the relationship between

earnings management and the use of stock options in the compensation package

(Matsunaga, 1995; Kimbrough and Louis, 2004; Carter et al., 2006), and financial

instruments (Hand et al., 1990; Barton, 2001; Pincus and Rajgopal, 2002), among

others. Additionally, Marquardt and Wiedman (2005) have provided evidence on how

firms engage in earnings management by structuring financial transactions.

The study contributes to the literature in the following perspectives. First, despite the

growing literature on market and firm reactions to the COVID-19 (Ding et al., 2020;

Ruiz et al., 2020), this is among the first studies to examine Chinese listed firms’

earnings management practices in the context of the ongoing pandemic. Second, the
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empirical evidence provides inconclusive and contradictory views on the relationship

between CSR and earnings management (EM) (Prior et al., 2008). There is

insufficient and limited research on the CSR-EM relationship in China (Islam et al.,

2015; Kim et al., 2018). The current study extends prior research by re-examining the

CSR-EM relationship in China, during the pandemic crisis. Third, it adds insights to

the literature by examining how the relationship between the COVID-19 and the

Chinese listed firms’ earnings management practices is moderated by the CSR and the

external corporate governance mechanism (auditing by the Big 10 audit firms)

(DeFond and Subramanyam, 1998). Finally, this study helps Chinese authorities and

listed firms better understand the earnings management and CSR practices influencing

the quality of financial reporting in the current scenario.

LITERATURE REVIEW AND RESEARCH HYPOTHESES

Several studies have examined the managerial manipulation of earnings (Healy, 1985;

DeFond and Jiambalvo, 1994; Subramanyam, 1996; Fields et al., 2001). For instance,

Bartov et al. (2001) examined the relationship between discretionary accruals and

audit qualifications and found a positive relationship between audit qualifications and

abnormal accruals. In the context of financially distressed firms, Dimitropoulos and

Asteriou (2010) investigated the influence of corporate governance mechanisms on

managers’ behaviour and the accounting policies.

In the case of China, Chen et al. (2010) discovered that financially distressed

companies adopt earnings management techniques to avoid the monitoring by the
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government. In the context of the European Union (EU), Dimitras et al. (2015)’s

study on the relationship between the financial crisis and earnings management

indicated that financially distressed companies audited by a Big 4 auditor exhibit

lower discretionary accruals. Similarly, Cimini (2015) concluded that, during a

financial crisis, an increase in conditional conservatism enhances the earnings quality

and impairs earnings management. During such crises, the stringent monitoring of

auditors contributed toward reducing earnings management, and thereby improved the

quality of financial reporting.

According to Kim et al. (2018), managers can manipulate reported earnings through

AEM and REM. While AEM occurs before the announcement of financial statements

to inflate (or deflate) reported earnings, REM occurs throughout the financial year

because it requires changes to the firm’s operations (Zang, 2012). Hence, REM is

costlier than that of AEM. However, AEM is subject to greater scrutiny from external

auditors or regulators, and hence AEM is more easily detectable than REM (Kim et al.,

2018). The adoption of AEM and REM is also determined by the current pandemic

scenario. The COVID-19 has significantly affected Chinese listed firms’ economic

activities. Given that REM focuses on manipulating cash flows through operational,

investment, and financial activities throughout the financial year, REM is more

difficult to conduct than that of AEM in the most severely affected regions. Hence,

the first hypothesis is as follows:
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H1: During the COVID-19 outbreak, the listed firms in the most severely affected

regions are more likely to engage in manipulating accrual-based earnings than real

activity-based earnings.

Concerning CSR and EM, there is inconclusive and mixed empirical

evidence on the relationship between CSR and earnings management. While

Scholtens and Kang (2013), Kim et al. (2012), Bozzolan et al. (2015), and

Martinez-Ferrero et al. (2015) found a negative relationship between CSR and EM

practices, Prior et al. (2008) documented a positive relationship, indicating

management opportunistic behaviour. However, other studies have shown mixed

results, indicating that the CSR-EM relationship can be moderated by various

institutional factors (Chih et al., 2008; Yip et al., 2011; Choi et al., 2013).

Early studies on the relationship between CSR and EM have mainly focused on AEM

(Prior et al., 2008). For instance, Kim et al. (2012) found a negative relationship

between CSR and both AEM and REM-high CSR engagement reduces both AEM and

REM. Lim and Choi (2013) asserted that firms with good CSR activities constrain

REM, focusing on the effect of the ethical implication of CSR on financial reporting.

Bozzolan et al. (2015) reported that enhanced CSR is likely to discourage REM but

encourage AEM because REM undermines firms’ long-term value. Conversely,

Cohen et al. (2008) and Ewert and Wagenhofer (2005) argued that enhanced CSR

may discourage AEM but encourage REM because the probability of detecting AEM
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will increase as Chinese firms provide more operational information in their CSR

disclosure.

Kim et al. (2018) discovered that Chinese firms’ enhanced CSR decreases their EM

practices. Conversely, SOEs and firms operating in more institutionally developed

regions are more likely to engage in REM, while increasing their CSR activities.

Therefore, listed firms with enhanced CSR are less likely to engage in earnings

management practices through both AEM and REM; thus the second hypothesis as

follows:

H2: During the COVID-19 outbreak, listed firms in the most severely affected regions

are less likely to manipulate their earnings through both AEM and REM when

increasing their CSR activities.

Concerning audit quality, the literature documents varied audit quality between the

Big 6 and non-Big 6 audit firms (DeAngelo, 1981). In line with the study by

DeAngelo (1981) and Craswell et al. (1995) found the significant premiums earned by

the Big 6 audit firms over the non-Big 6 auditing firms to be consistent with the

differentiation in the audit quality. A large clientele base and reputed brand name are

incentives for the Big 6 auditing firms to detect and constrain earnings management

of their clients (MacDonald, 1997). Geiger and Rama (2006) and Francis and Yu

(2009) found that the Big 4 auditors provide higher quality than that of the non-Big 4

auditors. Contrarily, using the Korean data, Jeong and Rho (2004) concluded that

there is no difference in audit quality between the Big 6 and non-Big 6 auditors.
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Studies on the relationship between the Big 6 auditing firms and accruals have also

revealed conservative auditor behaviors (DeFond and Subramanyam, 1998; Francis

and Krishnan, 1999). For example, Becker et al. (1998) found evidence of more

conservatism in the discretionary accruals of the clients of the Big 6 than those of the

non-Big 6 audit firms. Francis and Wang’s (2008) worldwide research on the audit

quality provided by the Big 4 auditors between 1994 and 2004 showed that the Big 4

auditors provide higher earnings quality and ensure stringent investor protection.

Concerning the financial crises, Butler et al. (2004) and Johl et al. (2007) concluded

that auditors play an important role in ensuring high quality in financial reports,

especially during the crisis periods. For instance, DeAngelo et al. (1994) concluded

that managers’ choices to manage earning reflect their recognition of the financial

difficulties of their companies to avoid a violent discovery of losses. Further,

according to Chia et al. (2007), the Big 4 auditing companies contribute toward

reducing earnings management, especially during the financial crisis.

In China, since the Big 10 audit firms have greater incentives to protect their integrity

and reputation when conducting an audit on listed companies, they maintain a higher

audit quality than that of the non-Big 10 audit firms (Chen et al., 2010). Therefore, the

Big 10 audit firms take a more conservative approach when auditing listed companies’

financial reports in this pandemic scenario. Thus, the following hypothesis is

developed:
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H3: During the COVID-19 outbreak, listed firms audited by the Big 10 auditors are

less likely to engage in earnings manipulation through AEM or REM.

METHODOLOGY

Measurement of earnings management

Based on Kothari et al. (2005) and Kim et al. (2018), the current study used both the

performance-adjusted Jones and modified Jones models to calculate the discretionary

accruals. According to these models, a firm’s total accruals decompose into

non-discretionary and discretionary accruals. Specifically, discretionary accruals were

estimated by adopting the cross-sectional modified Jones model adjusted for

performance.

The non-discretionary accruals were estimated as follows:

Descriptive statistics

Data were mainly retrieved from the following two sources. First, the pandemic data,

as a proxy of the relative provincial pandemic severity, from the China Stock Market

& Accounting Research (CSMAR) database scaling the number of provincial

COVID-19 deaths by the total number of casualties in China by May 31, 2020. The

pandemic death proportion of an average province is around 2.15%. The data on the

stock returns and firm characteristics were also gathered from the CSMAR database.

Second, CSR scores were obtained from the Chinese Research Data Services Platform

(CNRDS), which includes 819 firms’ CSR performances in 2019. The major sample
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contains 2,029 A-share firms listed in the Shanghai and Shenzhen Stock Exchanges,

which released financial reports during the pandemic in 2020. The AEM, modified

AEM, and REM have the following means: 0.0109, 0.0110, and 0.0253, respectively.

The average CSR score of the sampled firms is 6.591, and 53.327% of the sampled

firms engage with Big10 auditors. Table 2 lists the summary statistics of all the key

variables.

MAIN RESULTS

The main regression results are presented in Table 3. Columns 1 and 2 of Table 3

show that firms in the most severely affected regions increased their discretionary

accruals by 34.1% (AEM) and 37.6% (MAEM), which were calculated by applying

the Jones and Modified Jones models, respectively. However, in these regions, the

REM experienced a statistically significant decline, as shown in Column 3.

Quantitatively, a 1% increase in the proportion of pandemic deaths would decrease

the REM by 1%. The finding is consistent with our Hypothesis 1 that the COVID-19

outbreak has exerted varied impacts on the earnings management practices of firms in

the most severely affected regions (Dimitras et al., 2015). These results indicate that

firms engage in manipulating their accrual-based

earnings by inflating their reported earnings right before the announcement of

the financial statements. Since the outbreak of COVID-19 was an unexpected event,

the managers may have manipulated their firms’ earnings using AEM instead of REM,

given that that REM requires managers to manipulate the operational, financial, and

investment activities throughout the financial year. Furthermore, the outbreak of
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COVID-19 has severely affected the economy, and hence the manipulation of cash

flows through operational, financial, and investment activities in the most severely

affected regions became more difficult and expensive and easily detectable.

Table 4 exhibits the empirical results of two moderating factors-CSR and external Big

10 auditors. Columns 1 to 3 show that, in the most severely affected regions, the

earnings management practices (e.g., AEM and REM) are less pronounced for the

firms with a higher CSR performance, as measured by the CSR scores. This finding is

consistent with Hypothesis 2, which highlights the influence of CSR on earnings

management manipulation. It is also supported by the finding that firms with a higher

CSR performance are less likely to manipulate earnings through both AEM and

REM (Kim et al., 2018). Columns 4 to 6 of Table 4 suggest that firms audited by the

Big 10 auditors in the previous year are less likely to engage in manipulating earnings

through either AEM or REM, which confirms Hypothesis 3. The findings of the

current study are in line with the research conducted by Becker et al. (1998), who

found similar evidence of a higher accounting conservatism of the Big 10 auditing

firms than that of the non-Big 10 auditing firms. They argue that the Big 10 auditing

firms have greater incentives to protect their integrity and reputation against any

threat of litigations when auditing listed companies.
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Robustness check

Alternative proxy for earnings management and pandemic severities

To confirm whether the results are robust, the study adopted the alternative proxies

for measuring accrual-based earnings management, consistent with Kim et al. (2018).

Thus, it estimated accruals by calculating the difference between a firm’s net income

and net cash flow (Kim et al., 2018). Subsequently, this was followed by inserting the

newly estimated accruals into both the Jones and Modified Jones models to compute

new discretional accruals. The results shown in Tables 5 and 6 (the alternative

estimations of EM) are consistent with the main findings of the current study.

Next, the study used the confirmed proportion of provincial COVID-19 deaths as an

alternative proxy of the regional pandemic seriousness. This was consistent with the

previous findings of the current study as exhibited in Tables 7 and 8.

Difference-in-differences approach

To control for the temporal effect, the study applied a difference-in-differences

approach (DID) by including the firm’s AEM and REM in the previous year (that is,

2019) and comparing them with those made during the pandemic period. Specifically,

the following DID model was used:

DISCUSSION

The effect of ownership structure on the earnings management during the pandemic

period. The study explored the heterogeneous effect of the ownership structure on the

earnings management practices of the listed firms. Columns 1 to 3 of Table 11 show

that the firms with higher ownership concentration are more likely to engage in AEM
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and less likely to use REM during the COVID-19 outbreak, which is supported by the

findings from Kim and An (2018). This indicates that the controlling shareholders’

cash flow rights are more concentrated and that they can expropriate the value of

minority shareholders based on higher AEM. However, REM might lead to more

distortions in firms’ operations, and hence the controlling shareholders are more likely

to reduce the use of REM as the disparity is perceived to grow. In Table 11, Columns

4 to 6 show that the SOEs are more likely to engage in AEM and less likely to

engage in REM during the COVID-19 outbreak, which is consistent with the findings

from Ding et al. (2007).

The effect of the release of the financial report on the information asymmetry during

the pandemic period. It is worth considering the effect of the release of the financial

report on information asymmetry during the COVID-19 outbreak, since previous

findings of the current study have shown that the firms have attempted different

earnings management practices in regions with different pandemic severities. Based

on the previous studies, such as Fong et al. (2017) and Nagar et al. (2019), the study

adopted the daily bid-ask spread as the proxy for information asymmetry, calculation

of daily bid-ask spread, drawn from Corwin and Schultz (2012). Columns 1 and 2 of

Table 12 show that, after the financial disclosure, the short-term (3 days) information

asymmetry levels shrink and the longer term (30 days) information asymmetry levels

increase in firms in the most severely affected areas. These findings indicate the short-

and long-term effects of the EM practices on the market-based information

asymmetry levels during the pandemic, which is in line with the conclusions in Choi
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et al. (2011). Columns 3 to 6 of Table 12 confirm that the CSR performance and Big

10 auditors can reduce both the short- and long-term information asymmetries of

firms after the outbreak of a pandemic. This finding is supported by studies such as

Cui et al. (2018) and Pittman and Fortin (2004).

CONCLUSION

This study investigated the relationship between the COVID-19 outbreak and the

Chinese listed firms’ earnings management practices. It also examined how this

relationship was moderated by the listed firms’ CSR and the external corporate

governance mechanism.

Since the COVID-19 outbreak was unexpected, studies on COVID-19 have mainly

focused on the market reactions to the pandemic. Currently, there is limited research

on the relationship between the COVID-19 outbreak and earnings management

practices, especially in China. Further, research conducted in China provides

inconclusive and contradictory conclusions on the CSR-EM relationship. In China,

there is limited study on how auditors moderate the impact from external shocks on

earnings management. To fill these gaps in the extant literature, the current study

provided some meaningful thoughts to the policymakers and academics for future

considerations.

The results revealed that listed firms in the most severely affected regions were more

likely to engage in AEM and less likely to engage in REM. The additional

analysis on the moderating effect of CSR and external corporate governance,

measured by the Chinese Big 10 auditors, on the baseline finding demonstrates that,
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in the most severely affected regions, both AEM and REM are less pronounced for

the firms engaged in a high level of CSR activities. Finally, firms audited by the

Big 10 auditors would be less likely to manipulate earnings through either AEM or

REM.

The findings of this research could help Chinese authorities, listed firms, and market

investors gain more understanding about earnings management practices during a

negative shock and under various internal and external factors influencing the quality

of financial reporting. In addition, the findings may also provide significant

implications for earnings management for academics interested in other emerging

markets.

Sh
aw
nP
ag
e.c
om

https://academicjournals.org/files/images/JAT/2021/April/He 5.png

	The COVID-19 and earnings management: China’s evid

