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Accounting Quality, Earnings Management and Cross-listings: Evidence from China
Abstract

This paper examines the quality of financial reporting of Chinese firms cross-listed in the United States, Hong Kong and non-cross-listed Chinese firms. We examine quality of financial reporting based on measures of earnings management, timely loss recognition and price-earnings association. We find that both cross-listings and non-cross-listings show significant earnings smoothing activities and tend to use accruals to manage earnings, and are not timely in loss recognition. We surmise that cross-listing in the United States or Hong Kong has not changed the accounting choices of Chinese cross-listing firms relative to firms that are not cross-listed. However, our findings show that the market considers earnings and book value data of cross-listing firms to be more informative than those of non-cross-listing firms. 
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Accounting Quality, Earnings Management and Cross-listings: Evidence from China
1. Introduction

This paper examines the quality of financial reporting or accounting quality of cross-listed and non-cross-listed Chinese firms. In our paper, quality financial reporting refers to less earnings smoothing behavior and lower levels of earnings management, more timely loss recognition and better price-earnings association. We choose to examine Chinese firms for two reasons. First, a prior study, Lang, Raedy and Yetman (2003) examine and find higher accounting quality for non-U.S. firms from 21 different countries cross-listed on U.S. exchanges relative to non-cross-listed firms. China was not included in their sample, and so we examine whether the results in Lang, Raedy and Yetman (2003) hold for Chinese firms that cross-list in the United States. Second, prior research finds that the quality of financial reporting is influenced by the level of investor protection (Leuz, Nanda and Wysocki 2003). In doing a one-country study, we compare financial reporting quality of cross-listing firms and domestic firms that originate from the same domestic environment (same level of investor protection). We contribute to the literature by providing preliminary evidence of the reporting quality of Chinese firms, which are beginning to gain capital access to foreign markets. Our primary sample consists of Chinese firms cross-listing in the United States, and our control sample consists of Chinese firms not cross-listed in the United States. Because of China’s physical proximity to Hong Kong, we also observe Chinese firms that cross-list in Hong Kong as H shares (Sarkissian and Schill 2004). Hence, we examine whether there are differences in earnings smoothing behavior and earnings management, timely loss recognition and price-earnings association in Chinese firms cross-listed in the United States as American Depositary Receipts (ADRs) or over-the-counter (OTCs), Chinese firms listed in Hong Kong as H shares and non-cross-listed firms. 
Our sample observations are from the period 1993 through 2007. We compute and compare earnings management measures, timeliness in recognizing losses and explanatory power of earnings-price association for the cross-listing and non-cross-listing firms. Our results indicate no differences in financial reporting between Chinese cross-listing firms and non-cross-listing firms. There is no conclusive evidence that cross-listing firms have less earnings management than non-cross-listing firms. There is no evidence of timeliness in loss recognition for cross-listings and non-cross-listings. However, earnings and book value are more informative for cross-listings than non-cross-listings. Accounting data is also more informative for cross-listing firms in the event of good earnings news, but less informative in the event of bad earnings news than non-cross-listings firms. 
We also do a time-series analysis comparing financial reporting quality two years pre- and post-cross-listing. There is no evidence of less earnings management and timely loss recognition post-cross-listing. There is also little change in the price and return association with accounting data in the post-cross-listing period. Our paper provides some preliminary insights of the quality of financial reporting of Chinese firms. Overall, our results show that there is no significant change in accounting quality of Chinese firms after cross-listing in the United States. This is in contrast to the findings in Lang, Raedy and Yetman (2003) who find that foreign firms that cross-list in the United States have better financial reporting quality. However, our results are consistent with Cabán-García (2009) who also does not find significant differences in earnings quality between European firms cross-listed in 13 European stock exchanges and non-cross-listed firms. We infer that our findings may be due to Chinese companies having to comply with regulations of the tax-based Chinese accounting system even after cross-listing, and that may define their accounting choices (Zhou 1988; Graham and Li 1997).  

The remainder of this paper is organized as follows. Section 2 provides a review of related literature. In Section 3, we present our hypotheses and describe our measures of accounting quality. Section 4 describes our sample and data. Section 5 contains our results. Section 6 concludes the paper.
2. Literature review
Researchers have examined why firms are willing to issue stocks outside their home markets. Early research on cross-listings suggests that the net benefits of overseas issuance, such as overcoming barriers of cross-border market segmentations (Alexander, Eun and Janakiramanan 1988), lowering cost of capital (Errunza and Miller 2000), and increasing liquidity (Tinic and West 1974) create incentives for firms to issue equity overseas. Recently, several studies argue that the benefits from cross-listing may be derived from improvements in corporate governance. Stulz (1999) suggests that monitoring costs are less costly when firms are listed on exchanges with high standards for minority shareholder protection. The better legal system and the greater standard disclosures in exchanges may help cross-listing firms alleviate agency problems. Coffee (1999, 2002) advocates the legal bonding hypothesis; that is, listing on exchanges with stricter regulations, tougher corporate governance standards and stronger enforcement such as the NYSE and NASDAQ may potentially deter controlling shareholders from extracting private benefits from firms. Siegel (2005) tests the functional convergence hypothesis, which states that foreign firms can leapfrog their countries' weak legal institutions by listing equities on U.S. stock exchanges and agreeing to follow U.S. securities law. Also, cross-listings in regulated markets are usually monitored by “gatekeepers” such as the press, corporate lawyers, and financial analysts. 
If bonding or functional convergence works, cross-listings firms should be able to attract investors’ attention as the consequence of corporate governance improvement. Ferreira and Matos (2008) study ADRs from 27 countries and find foreign and U.S. institutional ownership of ADRs increases significantly after the listing, which suggests that institutional investors prefer to invest in firms with better corporate governance. Bailey, Karolyi and Salva (2006) find increases in absolute return and volume reactions to earnings announcements for firms that list shares in the United States. The increases are greatest for firms from developed countries and for firms that pursue over-the-counter listings or private placements that do not have stringent disclosure requirements. Lang, Lins and Miller (2003) report that firms that cross list on U.S. exchanges have greater analyst coverage and increased forecast accuracy than firms that are not cross listed, and greater analyst coverage and improved forecast accuracy are associated with  higher valuations. In sum, those findings imply that cross-listing firms should show less earnings management due to better corporate governance and a more transparent information environment.
However, superior legal protection and self-improvement in corporate governance motivations might not be effective mechanisms to prevent earnings management. Licht (2003) and Siegel (2005) argue that enforcement by the Securities and Exchange Commission (SEC) is weak and cross-listing firms’ activities are not monitored closely. In addition, business practices of the foreign issuers are still strongly influenced by local regime systems and business culture. Asymmetric information, distance, and cultural complexities create incentives for foreign issuers to manipulate earnings. Lang, Raedy and Wilson (2006) compare U.S. firms' earnings with reconciled earnings for cross-listed non-U.S. firms and find non-U.S. firms' earnings show more evidence of earnings management than U.S. firms. In a study of European private and public firms, Burgstahler, Hail and Leuz (2006) find that earnings management is more pervasive in private firms, and that both public and private firms exhibit more earnings management in countries with weak legal enforcement. Recently, the Financial Times (February 28, 2010) reported that the number of securities class action filings filed by U.S. investors against foreign companies has risen significantly since the last decade due to misleading financial reports. These findings indicate that cross-listing may not necessarily lead to improved accounting information quality.
Ball, Robin and Wu (2003) find that firms from common law countries in East Asia, such as Hong Kong, do not produce high-quality financial reports. Ho (2003) argues that one of the major problems of corporate governance in Hong Kong is the lack of truly independent boards of directors, which causes severe asymmetric information problems. In addition, shareholder activism is lacking in the Hong Kong market. Ball, Robin and Wu (2003) state that few lawsuits are filed against auditors in Hong Kong, but more than 3,000 lawsuits have been filed for federal class action securities fraud in the United States since 1995. Due to differences in legal practices, reporting quality between Chinese ADRs in the United States and Chinese H-shares in Hong Kong may be different.      
We apply the methodology in Lang, Raedy and Yetman (2003) to examine the financial reporting quality of a sample of Chinese firms cross-listing in the United States, Hong Kong relative to a sample of Chinese firms currently not cross-listing in these two country markets.  Our measures of financial reporting quality are similar to those used in Lang, Raedy and Yetman (2003).
3. Hypotheses and measures of accounting quality
Lang, Raedy and Yetman (2003) examine the reporting quality of a cross-section of international firms that cross-list in the United States relative to non-cross-listing firms, and find that cross-listings in the United Sates have better reporting quality than non-cross-listing firms. We apply their model to test the reporting quality of Chinese firms that cross-list in the United States and Hong Kong relative to Chinese firms that do not cross-list. Based on the findings from previous literature, we expect Chinese firms that cross-list in the United States to have better accounting quality than Chinese firms that cross-list in Hong Kong and non-cross-listing firms. Our primary test consists of comparing Chinese cross-listing firms in the United States versus non-cross-listing firms. Our alternate hypotheses are as follow:
H1a: Chinese firms that cross-list in the United States have less earnings management than Chinese firms that do not cross-list.

H1b: Chinese firms that cross-list in the United States have more timely recognition of losses than Chinese firms that do not cross-list.

H1c: Chinese firms that cross-list in the United States have higher price-earnings association than Chinese firms that do not cross-list.

We also conduct additional analyses comparing Chinese cross-listing firms in the United States versus Chinese cross-listing firms in Hong Kong. 

Earnings management models
We obtain five measures of earnings management based on prior literature (Lang, Raedy and Yetman 2003, p. 371-376). These measures proxy for accounting quality based on earnings smoothing behavior and earnings management. It is assumed that earnings smoothing and earnings management are indicative of lower accounting quality. 
The first measure of earnings smoothing is the variability of net income ((NI); it is the variance of the residuals from a regression of the absolute value of changes in annual income (scaled by total assets) on size, growth, equity issue, debt issue and asset turnover.
 A smaller variance of the residual suggests earnings smoothing.
(NI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
Variability of net income = variance of the residual of (NI model.

The second measure of earnings smoothing is the ratio of (OI and (OCF, where (OI is the variance of change in operating profit and (OCF is the variance of the change in net operating cash flows. The variances of (OI and (OCF are obtained from the regression of the absolute value of each variable on size, growth, equity issue, debt issue and asset turnover. A lower variability of the change in operating profit relative to that of operating cash flows suggests earnings management using accruals. A ratio of one would suggest no earnings management.
(OI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

(OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
Variability of OI and OCF = variance of the residual of (OI/variance of the residual of (OCF.
The third measure of earnings management is the Spearman partial correlation between the residuals of operating accruals (OA) and operating cash flows (OCF) (see Myers and Skinner 1999; Lang, Raedy and Yetman 2003, Leuz, Nanda and Wysocki 2003). The residuals of OA and OCF are obtained from the regression of the absolute value of each variable on size, growth, equity issue, debt issue and asset turnover. A more negative correlation between residuals of OA and OCF suggests earnings management, that is, firms use accruals to smooth variability in earnings.
OA = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
The fourth measure of earnings management is the magnitude of discretionary accruals, measured using the Jones (1991) model. 

Accruals = ((CA – (Cash) – ((CL – (STD – (TP) – Depreciation and amortization expense, where (CA is change in total current assets, (Cash is change in total cash/cash equivalents, (CL is change in total current liabilities, (STD is change in short-term debt included in current liabilities, (TP is change in income taxes payable. 

Median ABSDA is the median absolute value of discretionary accruals. A greater amount of discretionary accruals suggests earnings management.

The fifth measure of earnings management is the likelihood of reporting small positive net income (NI). For the percentage of small positive NI, we estimate a logit model regressing an indicator variable set to 1 for U.S. cross-listing, and 0 for non-cross-listing firms on a small positive NI variable and the control variables. The small positive NI variable is an indicator set to 1 for observations for which annual net income scaled by total assets is between 0 and 0.01 and set to 0 otherwise; the coefficient on the indicator variable is the measure of earnings management. 
CLind = 0 + 1positive NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover;

Timely loss recognition models

We assess timely loss recognition using three measures. The first measure of timely loss recognition is the likelihood of reporting large negative net income (NI). For the percentage of large negative NI, we estimate a logit model regressing an indicator variable set to 1 for U.S. cross-listing and 0 for non-cross-listing firms on a large negative NI variable and the control variables. The large NI variable is an indicator set to 1 for observations for which annual net income scaled by total assets are less than -0.20 and set to 0 otherwise; the coefficient on the indicator variable is the measure of timely loss recognition.
CLind = 0 + 1negative NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover;

The second measure of timely loss recognition is the skewness of earnings per share. The third measure is from the Basu (1997) regression of earnings on return, dummy variable for loss, and interaction of return and dummy variable. The coefficient on the interaction of return and dummy variable (3) measures timely loss recognition.
EPS = 0 + 1return + 2dummy + 3return*dummy.
Association of stock prices and returns with accounting data

We run three models of the association of stock prices and returns with accounting data. In the first model, we regress stock price on book value of equity per share and earnings per share. The second model regresses earnings per share on positive returns; and the third model regresses earnings per share on negative returns. Estimation models with high explanatory power (R2) reflect high reporting quality.

Price = 0 + 1book value + 2EPS;
EPS = 0 + 1positive return;

EPS = 0 + 1negative return.
Price is measured six months after fiscal year-end. Return is price three months after fiscal year-end less price at the beginning of the year divided by price at the beginning.

4. Sample and data
We obtain a sample of Chinese firms that are issued on the United States or Hong Kong stock markets from the websites of the Bank of New York (http://www.adrbnymellon.com) and the Hong Kong Stock Exchange (http://www.hkex.com.hk).  Initially, we obtain a list of 162 Chinese cross-listings in the United States and 150 in Hong Kong. To be included in our sample, we require that: (1) the company shares be publicly traded and listed on Chinese stock exchanges at the end of 2007, (2) accounting and stock price data for the firms be available from the Taiwan Economic Journals (TEJ) database. After these screening processes, we identify 31 cross-listings in the United States and 55 cross-listings in Hong Kong. For our sample of non-cross-listing firms, we obtain a sample of Chinese firms (A shares) matched by industry and size (total assets) that are listed in China, and not cross-listed in the United States or Hong Kong. We are able to obtain a sample of 30 firms matched to the firms cross-listed in the United States.
Table 1, Panel A describes the frequency of cross-listings of Chinese firms by years. More cross-listings in Hong Kong occurred in the early part of the sample period (1993 through 1997), with the highest number occurring in 1997 (11). Cross-listings in the United States were fairly evenly distributed through the sample period with the highest number occurring in 1996 (5). Table 1, Panel B reports the distribution of Chinese cross-listings by location of issuance. There are 31 Chinese cross-listings in the United States as of 2007; 11 are cross-listed on major U.S. stock exchanges as Level 2 or Level 3 ADRs, and 20 are listed over-the-counter (OTC) as Level 1 ADRs. Additionally, all 11 U.S. Level 2 and 3 ADRs and 13 Level 1 ADRs are also listed in Hong Kong as H shares. It leaves a sample of 31 cross-listings that are listed solely in Hong Kong. Overall, our sample contains 7 U.S. only cross-listings, 31 Hong Kong only cross-listings, and 24 cross-listings in both U.S. and Hong Kong markets.
Table 1 here.

Accounting data for the sample firms are obtained from the Taiwan Economic Journals (TEJ) database. Variables in our paper include CF/A  net cash flows from operating activities divided by total assets; B/M book value of common equity capital divided by market value of equity; CF/P net cash flow from operating activities divided by market value of equity; LIQ (liquidity) current assets divided by current liabilities; SIZE  the natural log of total sales; LEV (leverage) total liabilities divided by equity capital; GROWTH percentage change in sales; EQUITY_ISS change in equity capital; DEBT_ISS  change in total liabilities during the period; ASSET_TURN (asset turnover) sales divided by assets; TOBIN the Tobin’s Q which is market-to-book value of assets; (NI  the change in annual net income where net income is scaled by end-of-year total assets; (CF the change in annual net cash flow where cash flow is scaled by end-of-year total assets; TOTACC net income less cash flow from operating activities, scaled by end-of-year total assets; (TP change in income taxes payable; and depreciation and amortization expense; SMALL POSITIVE NI an indicator set to 1 for observations for which annual net income scaled by total assets is between 0 and 0.01; LARGE NEGATIVE NI an indicator set to 1 for observations for which annual net income scaled by total assets is less than -0.20; ANNRET the annual return; EPS earnings per share scaled by price per share at the beginning of the year.

Table 2 presents the descriptive statistics of the variables in the study. We compare the statistics between Chinese cross-listings and the matched sample of non-cross-listings.
 For each cross-listing firm, we take the data beginning from the year after it is cross-listed through 2007. We obtain up to 381 firm-year observations for some of the variables for the cross-listing firms, but fewer firm-year observations (up to 154 firm-year observations) for the matching firms in the database
. The average cash flow-to-assets ratio (CF/A) of the non-cross-listing sample (0.047) is significantly higher than that of the cross-listing sample (0.028). Non-cross-listings have significantly lower liquidity (LIQ = 0.059) than cross-listings. They are not significantly different in book-to-market ratio and cash flow-to price. Comparing the control variables, cross-listing firms are larger in size, have lower leverage and asset turnover. We also present the Tobin’s Q, a valuation measure, for the sample firms. Valuation of cross-listed firms (1.75) is significantly higher than that of non-cross-listed firms (1.547). This suggests that the cross-listed firm is valued higher than the non-cross-listed firm. This may mean that cross-listing of Chinese firms does signal quality as evidenced by cross-listings in Lang, Lins and Miller (2003) who find higher valuation for U.S. ADRs than domestic firms. 
We also compare the statistics between the firms cross-listing in the United States versus firms cross-listing as Hong Kong H shares. We find that the sample of cross-listings in the United States have significantly higher mean cash flow-to-assets, book-to-market, cash flow-to-price, size, leverage, equity issue and asset turnover than the sample of firms cross-listing as Hong Kong H shares. Thus, the firms that cross-list in the United States have some different characteristics than firms that cross-list in Hong Kong. U.S. cross-listings generate more cash flow and are more efficient in the use of assets, are larger in size and have more debt compared to Hong Kong cross-listings. The mean Tobin’s Q is also higher for U.S. cross-listings than Hong Kong cross-listings, but the difference is not significant. 

Table 2 here.

5. Results
Table 3 reports the results of the financial reporting quality analyses of the Chinese firms in our sample. The analysis is based on pooled data in the years following cross-listing up through 2007. Panel A1 compares earnings management measures of the Chinese cross-listing and non-cross-listing firms. The first measure of earnings smoothing is the variability of net income ((NI). A smaller variance of the residual suggests earnings smoothing. The cross-listing and non-cross-listing firms in our sample have variability of 0.000. This suggests earnings smoothing going on in our sample. The second measure of earnings smoothing is the ratio of (OI and (OCF. A lower variability of the change in operating profit relative to that of operating cash flows suggests earnings management using accruals. Both the cross-listing and non-cross-listing firms show a ratio of 0.000, significantly less than one. A ratio of one would suggest no earnings management. This is evidence of earnings management in the cross-listing and non-cross-listing firms. The third measure of earnings management is the Spearman partial correlation between the residuals of operating accruals (OA) and operating cash flows (OCF). A more negative correlation between residuals of OA and OCF suggests earnings management, that is, firms use accruals to smooth variability in earnings. The correlation is 0.054 for the cross-listing sample, and 0.278 for the non-cross-listing sample. This measure does not show evidence of earnings management using accruals to smooth variability in cash flows. The fourth measure of earnings management is the magnitude of discretionary accruals (ABSDA). A greater amount of discretionary accruals suggests earnings management. The median discretionary accruals of our cross-listing firms (0.174) is significantly higher than that of non-cross-listing firms (0.115). This measure shows more earnings management in cross-listing firms than non-cross-listing firms. However, cross-listing firms are less likely to report small positive net income (NI) than non-cross-listing firms (coefficient = -1.610). 
Panel A2 compares measures of timely loss recognition between Chinese cross-listings and non-cross-listings. Although the coefficient on likelihood to report negative NI is negative, it is not significant. That is, there is no significant evidence that cross-listing firms are different than non-cross-listing firms in reporting large negative net income. There is a difference in skewness of earnings per share between both groups of firms.
 Cross-listing firms report positively skewed earnings per share (8.261), but non-cross-listings firms report a much smaller skewness in earnings per share (1.656). The Basu (1997) regression coefficient for timeliness in loss recognition is not significant for cross-listing firms (-0.267) and non-cross-listing firms (0.070). Both cross-listing and non-cross-listing firms are not timely in loss recognition. 
In Panel A3, the regression of stock price on book value of equity per share and earnings per share shows a higher R2 for cross-listing firms (0.1809) than non-cross-listing firms (0.1096).
 The R2 of the regression of earnings per share on positive returns (good news) is higher for cross-listings (0.0689) than non-cross-listings (0.0001). The R2 of the regression of earnings per share on negative returns (bad news) is lower for cross-listings (0.0038) than non-cross-listings (0.009). Accounting data is more informative for cross-listing firms than non-cross-listing firms except in the case of bad earnings news.
In general, there is limited evidence that there are differences in financial reporting between Chinese cross-listing firms and non-cross-listing firms. There is no conclusive evidence to support hypothesis H1a that cross-listing firms have less earnings management than non-cross-listing firms. There is no evidence of timeliness in loss recognition for cross-listings and non-cross-listings. This does not support hypothesis H1b that cross-listing firms are more timely in recognizing losses than non-cross-listing firms. Earnings and book value are more informative for cross-listings than non-cross-listings. Earnings are also more informative for cross-listing firms in the event of good news, but less informative in the event of bad news than non-cross-listings firms. Therefore, there is support for hypothesis H1c that cross-listing firms have higher price-earnings association than non-cross-listing firms in the case of good earnings news. However, accounting data are less informative in the event of bad news, which indicate that Chinese cross-listed firms do not show recognized losses in a timely matter
. 

We note that there are Chinese firms that cross-list in Hong Kong, which may be due to physical proximity of China to Hong Kong. We conduct additional analysis to compare accounting quality of Chinese firms that cross-list in the United States and Chinese firms that cross-list in Hong Kong. Our results are presented in Table 3, Panel B. The variability of net income ((NI) is zero for all both samples, suggesting earnings smoothing. The second measure of earnings smoothing is the ratio of (OI and (OCF. Both samples have low variability of the change in operating profit relative to that of operating cash flows; the ratios are significantly different than one suggesting earnings management using accruals. The Spearman partial correlation between the residuals of operating accruals (OA) and operating cash flows (OCF) is 0.054 for U.S. cross-listings and 0.261 for Hong Kong H shares. A more negative correlation between residuals of OA and OCF suggests earnings management; there is no indication that both sets of firms use accruals to smooth variability in earnings. The median value of discretionary accruals (ABSDA) of U.S. cross-listings (0.174) is not significantly different than that of Hong Kong H shares firms (0.175). The coefficient on likelihood of reporting small positive net income (NI) is not significant. That is, there is no evidence that U.S. cross-listings are more likely to report small positive net income than Hong Kong H shares. 

Panel B2 compares measures of timely loss recognition between U.S. cross-listings and Hong Kong H shares. The coefficient on likelihood in reporting negative NI is not significant. That is, there is no significant evidence that U.S. cross-listings are different than Hong Kong H shares in reporting large negative net income. Earnings per share is positively skewed for all both samples, but is more positively skewed for U.S. cross-listings (8.261) than Hong Kong H shares (3.987). The Basu (1997) regression coefficient for timeliness in loss recognition is not significant for U.S. cross-listings and Hong Kong H shares. That is, they are not timely in loss recognition. 

In Panel B3, the regression of stock price on annual earnings shows a higher R2 for Hong Kong H shares (0.195) than U.S. cross-listings (0.1809). The R2 of the regression of earnings per share on positive returns (good news) is higher for U.S. cross-listings (0.0689) than Hong Kong H shares (0.0131). However, the R2 of the regression of earnings per share on negative returns (bad news) is higher for Hong Kong H shares (0.0062) than U.S. cross-listings (0.0038).
In general, U.S. cross-listings and Hong Kong H shares are fairly similar in earnings management and timeliness of loss recognition. The explanatory power of the price-earnings and bad news models are lower for U.S. cross-listings relative to Hong Kong H shares, but the explanatory power of the good news model is higher for U.S. cross-listings. Financial reporting quality of U.S. and Hong Kong cross-listings are comparable.
The results in Table 3 are different than the findings in Lang, Raedy and Yetman (2003). They find that cross-listed firms have significantly lower earnings smoothing, more timely loss recognition, and better price association with accounting data.  In our paper, the level of earnings management between non-cross-listings and cross-listings is similar. Chinese cross-listed firms continue to manage earnings and use discretionary accruals to smooth earnings. They do not show more timely loss recognition relative to non-cross-listings. The major difference between cross-listings and non-cross-listing is the price and accounting data association. Our results show that accounting data are more relevant for cross-listed firms than for non-cross-listed firms in the event of good news. Our results for Chinese firms are similar to those in Cabán-García (2009) who also does not find significant differences in earnings quality between European firms cross-listed in 13 European stock exchanges and non-cross-listed firms.    

Table 3 here.

Additional analyses

We repeat our analysis using time-series data, comparing financial reporting quality two years pre- and post-cross-listing. The results are presented in Table 4. There is no evidence of less earnings management post-cross-listing as shown in Panel A1. In fact, the Spearman partial correlation between the residuals of operating accruals (OA) and operating cash flows (OCF) is negative in the post-cross-listing period (-0.059). A more negative correlation between residuals of OA and OCF suggests earnings management, that is, firms use accruals to smooth variability in earnings. There is no evidence of timely loss recognition post-cross-listing as shown in Panel A2. The explanatory power (R2) of earnings and book value for price in the post-cross-listing period is 0.054 but is not significantly different compared to the pre-cross-listing period. The explanatory power of the good news model is lower post-cross-listing. Overall, our results show that there is no significant change in accounting quality of Chinese firms after cross-listing in the United States.

In summary, our results suggest that cross-listing overseas does not change the way Chinese firms report their financials. This may be due to the firms operating under the Chinese accounting system that was influenced by the Soviet system of accounting and its tax-based regime (Zhou 1988; Graham and Li 1997). These companies may have to comply with regulations of the tax-based Chinese accounting system even after cross-listing.  
Table 4 here.

6. Conclusion

This paper analyzes whether there is a difference in accounting quality and earnings management between cross-listed firms and non-cross-listed firms from China. Using a sample of Chinese firms cross-listing in the United States, Hong Kong H shares, and Chinese domestic firms (A shares), we examine quality of financial reporting based on earnings smoothing behavior, accrual-based measures of earnings management, timely loss recognition and price-earnings association. We find that earnings management occurs in both cross-listed and non-cross-listed Chinese firms. Both cross-listings and non-cross-listings show significant earnings smoothing and tend to use accruals to manage earnings. However, cross-listed firms are less likely to report small positive net income. Chinese cross-listings have more positively skewed earnings per share than non-cross-listings.
We further examine the relation between the location of issuance of cross-listings and financial reporting quality. We compare U.S. cross-listings with Hong Kong H share cross-listings. There is no difference in earnings smoothing and timely recognition of losses between U.S. cross-listings and Hong Kong H shares. Hong Kong H share cross-listed firms show a somewhat higher price-earnings association than U.S. cross-listings. We also do a time-series analysis comparing financial reporting quality two years pre- and post-cross-listing. We do not find changes in the financial reporting quality measures after the Chinese firms cross-list in the United States. Our paper provides some preliminary insights on the financial reporting quality of Chinese firms. Presently, there is no direct comparison of accounting quality between Chinese firms and foreign ones.

Our study is limited to Chinese cross-listing firms and data from 1993 to 2007. Future research may extend our study as more Chinese firms get cross-listed in the United States, Hong Kong and other countries. As more Chinese firms get cross-listed, it would be interesting to examine whether financial reporting quality in terms of earnings management and timeliness in reporting improves over time. Future research may also obtain other measures of earnings management to analyze whether earnings management is different between Chinese cross-listing firms and non-cross-listing firms.
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Table 1 Distribution of Sample

Panel A: Distribution of Chinese Cross-Listing Sample by Year
	Year
	Number of US Issuing
	Number of HK Issuing

	1993
	3
	6

	1994
	2
	5

	1995
	4
	2

	1996
	5
	6

	1997
	1
	11

	1998
	1
	2

	1999
	0
	1

	2000
	2
	2

	2001
	2
	1

	2002
	3
	1

	2003
	4
	2

	2004
	1
	5

	2005
	1
	5

	2006
	1
	4

	2007
	1
	2

	Total
	31
	55


Panel B: Distribution of Chinese Cross-Listing Sample by Location and Type of Issuance
	Type and Location of Cross-Listing
	Number of Issuance
	Total Number of Issuance

	U.S. Level 2&3 ADRs only                                                              
	0
	

	U.S. Level 2&3 ADRs and HK H shares
	11
	

	U.S. Level 2&3 ADRs  Total
	
	11

	
	
	

	U.S. Level 1 ADRs only
	7
	

	U.S. Level 1 ADRs and HK H shares
	13
	

	U.S. Level 1 ADRs Total 
	
	20

	
	
	

	HK H shares only
	31
	

	HK H shares and U.S. Level 2&3 ADRs
	11
	

	HK H shares and U.S. Level 1 ADRs
	13
	

	HK H shares Total                                          
	
	55

	
	
	

	
	
	


Table 2

Descriptive Statistics of Chinese Cross-Listings (United States, Hong Kong) and Non-Cross-Listings
	
	Cross-listings in the United States
	
	Non-cross-listings 

(compared with U.S. listings)
	
	
	Hong Kong H Shares 

(compared with U.S. listings)
	

	
	Mean
	Median
	n
	Mean
	
	Median
	
	n
	Mean
	
	Median
	
	n

	Primary variables
	
	
	
	
	
	
	
	
	
	
	
	

	CF/A
	0.028
	0.030
	381
	0.047
	***
	0.046
	***
	121
	0.022
	**
	0.026
	
	195

	B/M
	0.856
	0.504
	379
	0.792
	
	0.573
	
	147
	0.648
	***
	0.554
	***
	193

	CF/P
	0.076
	0.026
	379
	0.122
	
	0.046
	***
	114
	0.031
	*
	0.024
	
	193

	LIQ
	0.072
	0.048
	381
	0.059
	*
	0.037
	**
	154
	0.062
	
	0.048
	
	195

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Control Variables
	
	
	
	
	
	
	
	
	
	
	
	

	SIZE
	15.730
	15.614
	381
	15.315
	***
	15.146
	***
	154
	15.425
	***
	15.456
	***
	195

	LEV
	1.330
	0.991
	352
	2.180
	***
	1.502
	***
	154
	1.084
	**
	0.949
	*
	173

	GROWTH
	0.153
	-0.004
	277
	0.215
	
	0.077
	**
	154
	0.339
	
	-0.014
	**
	142

	EQUITY_ISS
	0.108
	0.057
	381
	0.089
	
	0.039
	*
	154
	0.075
	**
	0.045
	**
	195

	DEBT_ISS
	0.198
	0.103
	338
	0.214
	
	0.045
	***
	154
	0.166
	
	0.092
	
	161

	ASSET_TURN
	0.064
	0.064
	302
	0.528
	***
	0.465
	***
	154
	0.064
	
	0.060
	**
	155

	TOBIN
	1.750
	1.459
	351
	1.547
	**
	1.288
	***
	148
	1.703
	
	1.437
	
	172


CF/A is net cash flows from operating activities divided by total assets, B/M is book value of common equity capital divided by market value of equity, CF/P is net cash flow from operating activities divided by market value of equity, LIQ is current assets divided by current liabilities, SIZE is the natural log of total assets, LEV is total liabilities divided by equity capital, GROWTH is percentage change in sales, EQUITY_ISS is the change in equity capital, DEBT_ISS is the change in total liabilities during the period, and ASSET_TURN is sales divided by assets, TOBIN is Tobin’s Q which is market-to-book value of assets.
*, **, *** significantly different between non-cross-listings (or Hong Kong H shares) and cross-listings in the United States, at the 0.1, 0.05, and 0.01 levels, respectively (one-tailed).
Table 3

Financial Reporting Quality Analysis of Chinese Cross-Listings (United States, Hong Kong) and Non-Cross-Listings 
Panel A: Chinese cross-listings in the United States versus non-cross-listings

	Panel A1: Earnings management
	
	
	
	
	
	
	

	Measure
	Cross-listings 

in the United States
	
	Non-cross-listings 

(compared with U.S. listings)

	Variability of NI
	0.000
	
	0.000
	

	Variability of OI and OCF
	0.000
	#
	0.000
	#

	Correlation of OA and OCF
	0.054
	
	0.278
	

	Median of ABSDA
	0.174
	
	0.115
	***

	Small positive NI
	
	-1.610
	***
	

	
	
	
	

	Panel A2: Timely loss recognition
	
	
	
	
	
	
	

	Large negative NI
	
	-3.536
	

	Skewness of EPS
	8.261
	
	1.656

	Basu regression R*DUM coefficient
	-0.267
	
	0.070

	
	
	
	
	
	
	
	

	Panel A3: Association of stock prices and returns with accounting data
	
	
	

	
	R2
	N
	
	
	R2
	N
	

	Price
	0.1809
	379
	
	
	0.1096
	147
	***

	Basu good news
	0.0689
	235
	
	
	0.0001
	89
	***

	Basu bad news
	0.0038
	144
	
	
	0.009
	58
	***


Panel B: Chinese cross-listings in the United States versus Hong Kong H Shares

	Panel B1: Earnings management
	
	
	
	
	
	
	

	Measure
	Cross-listings 

in the United States
	
	Hong Kong H Shares 

(compared with U.S. listings)

	Variability of NI
	0.000
	
	0.000
	

	Variability of OI and OCF
	0.000
	#
	0.000
	#

	Correlation of OA and OCF
	0.054
	
	0.278
	

	Median of ABSDA
	0.174
	
	0.115
	***

	Small positive NI
	
	6.483
	
	

	
	
	
	

	Panel B2: Timely loss recognition
	
	
	
	
	
	
	

	Large negative NI
	
	-
	

	Skewness of EPS
	8.261
	
	3.987

	Basu regression R*DUM coefficient
	-0.267
	
	0.037

	
	
	
	
	
	
	
	

	Panel B3: Association of stock prices and returns with accounting data
	
	
	

	
	R2
	N
	
	
	R2
	N
	

	Price
	0.1809
	379
	
	
	0.195
	193
	***

	Basu good news
	0.0689
	235
	
	
	0.0131
	121
	***

	Basu bad news
	0.0038
	144
	
	
	0.0062
	72
	***


The measures of earnings management are based on the regression analyses including control variables as defined in table 2. Variability of (NI is the residuals from a regression of the absolute value of changes in annual net income (scaled by total assets) on dividend payout and the control variables. Variability of (OI and (OCF is the ratio of the variance of change in operating profit to the variance of change in net operating cash flows; variances of (OI and (OCF are based on the absolute value of each variable being regressed on the control variables; the two vectors of residuals are used to compute the ratio of their respective variances. Correlation of OA and OCF is the partial Spearman correlation between the residuals of operating accruals (calculated as earnings before interest and taxes – OCF) and the residuals of net cash flow from operating activities; we compute both sets of residuals from a regression of each variable on the control variables. Median ABSDA is the median absolute value of discretionary accruals, where discretionary accruals are measured using the Jones model with the additional control variables. For the percentage of small positive (large negative) NI, we estimate a separate logit model for each measure regressing an indicator variable set to 1 for cross-listing and 0 for non-cross-listing firms on a small positive (large negative) NI variable and the control variables. The small positive (large negative) NI variable is an indicator set to 1 for observations for which annual net income scaled by total assets are between 0 and 0.01 (less than -0.20) and set to 0 otherwise; the coefficient on the indicator variable is reported. 
Earnings management models

(NI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
(OI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

(OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
OA = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
CLind = 0 + 1positive NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover.
Timely loss recognition models

CLind = 0 + 1negative NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover;

EPS = 0 + 1return + 2dummy + 3return*dummy.
Price, return and accounting data models

Price = 0 + 1book value + 2EPS;
EPS = 0 + 1positive return;

EPS = 0 + 1negative return.
*,**,*** Significantly different between non-cross-listings (or Hong Kong H shares) and cross-listings in the United States at the .10, .05, and .01 levels, respectively (one-tailed).

# Significantly different than 1 at the .01 level.

Table 4
Financial Reporting Quality Analysis Pre- and Post-Cross-listing in the United States
	Panel A1: Earnings management
	
	
	
	
	
	

	Measure
	
	Pre-Cross-listing
	
	Post-cross-listing
	

	Variability of NI
	
	0.000
	
	
	0.000
	
	

	Variability of OI and OCF
	
	0.000
	#
	
	0.000
	#
	

	Correlation of OA and OCF
	
	0.332
	
	
	-0.059
	
	

	Median of ABSDA
	
	0.174
	
	
	0.175
	
	

	Small positive NI
	
	
	0.185
	
	
	
	

	
	
	
	
	
	
	
	

	Panel A2: Timely loss recognition
	
	
	
	
	
	

	Large negative NI
	
	
	-
	
	
	
	

	Skewness of EPS
	
	3.361
	
	
	1.226
	
	

	Basu regression R*DUM coefficient
	-0.155
	
	
	-0.141
	
	

	
	
	
	
	
	
	
	

	Panel A3: Association of stock prices and returns with accounting data
	
	
	

	
	
	             R2
	N
	
	R2
	N
	

	Price
	
	0.038
	33
	
	0.054
	35
	

	Basu good news
	
	0.289
	18
	
	0.135
	15
	***

	Basu bad news
	
	0.002
	15
	
	0.050
	20
	


The measures of earnings management are based on the regression analyses including control variables as defined in table 2. Variability of (NI is the residuals from a regression of the absolute value of changes in annual net income (scaled by total assets) on dividend payout and the control variables. Variability of (OI and (OCF is the ratio of the variance of change in operating profit to the variance of change in net operating cash flows; variances of (OI and (OCF are based on the absolute value of each variable being regressed on the control variables; the two vectors of residuals are used to compute the ratio of their respective variances. Correlation of OA and OCF is the partial Spearman correlation between the residuals of operating accruals (calculated as earnings before interest and taxes – OCF) and the residuals of net cash flow from operating activities; we compute both sets of residuals from a regression of each variable on the control variables. Median ABSDA is the median absolute value of discretionary accruals, where discretionary accruals are measured using the Jones model with the additional control variables. For the percentage of small positive (large negative) NI, we estimate a separate logit model for each measure regressing an indicator variable set to 1 for cross-listing and 0 for non-cross-listing firms on a small positive (large negative) NI variable and the control variables. The small positive (large negative) NI variable is an indicator set to 1 for observations for which annual net income scaled by total assets are between 0 and 0.01 (less than -0.20) and set to 0 otherwise; the coefficient on the indicator variable is reported. 
Earnings management models

(NI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
(OI = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

(OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
OA = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;

OCF = 0 + 1size + 2growth + 3equity issue + 4debt issue + 5asset turnover;
CLind = 0 + 1positive NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover.
Timely loss recognition models

CLind = 0 + 1negative NI + 2size + 3growth + 4equity issue + 5debt issue + 6asset turnover;

EPS = 0 + 1return + 2dummy + 3return*dummy.
Price, return and accounting data models

Price = 0 + 1book value + 2EPS;
EPS = 0 + 1positive return;

EPS = 0 + 1negative return.
*,**,*** Significantly different between non-cross-listings (or Hong Kong H shares) and cross-listings in the United States at the .10, .05, and .01 levels, respectively (one-tailed).

# Significantly different than 1 at the .01 level.

� Lang, Raedy and Yetman (2003) include dividend payout in the model. Dividend payout is not available for the Chinese firms in our sample so we do not include it in our model.


� We matched the non-cross-listing firms with the cross-listing firms on size, where the mean (median) ratio of total assets of the matching firm to the total assets of the cross-listing firm is 1.21 (1.77). 


� The matching sample firms have a shorter time series of observations. The matching firms may be newer firms than the test firms, or TEJ has not been able to obtain their data.


� We do not know of a test for differences in skewness, and report only the magnitude of the skewness.


� We use the Vuong (1989) test to examine whether the R2 are significantly different between samples.


� Another explanation might be that investors in China react asymmetrically to good news and bad news. Chen, Chen and Su (2001) find that accounting information in China is more value-relevant for companies reporting positive earnings and less value-relevant for companies reporting negative earnings. In our study, it seems like   Chinese investors differentiate positive earnings from negative earnings for cross-listed firms.
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