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Abstract This paper examines whether earnings management in China’ s publicly traded
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companies is related to controlling shareholders’ tunneling” the resources out of the firm for their
own benefits. We hypothesize that the incentives to manage earnings are stronger for firms with
poorer governance practices more urgent needs to exceed regulatory thresholds they become
weaker when tunneling becomes more difficult. Our empirical evidence shows that total accruals
and industry median adjusted accruals are positively correlated with the largest shareholder s inter-
est in a company top executives interests in the company and whether the board of director is
chaired by the CEO negatively related to H B share dummy. Our results suggest that tunneling
is more problematic in companies with powerful controlling shareholders with CEOs that have
great personal interest in the company and with a board that is less independent less severe for
firms that have shares traded by foreign investors. Moreover by studying several specific incidents
in the context of China’ s capital market we find that firms tend to manage earnings when the po-
tential' tunneling” benefits is high or when the probability of being caught is low. These results
suggest that earnings management serves as one specific form of tunneling” in Chinese stock mar-
ket.
JEL Classification G34 M41 M43



